FINANCIAL REPORT OF THE U.S. GOVERNMENT
FOR FISCAL YEAR 2003

HEARING

BEFORE THE
SUBCOMMITTEE ON GOVERNMENT EFFICIENCY
AND FINANCIAL MANAGEMENT

OF THE

COMMITTEE ON
GOVERNMENT REFORM

HOUSE OF REPRESENTATIVES

ONE HUNDRED EIGHTH CONGRESS

SECOND SESSION

MARCH 3, 2004

Serial No. 108-145

Printed for the use of the Committee on Government Reform

&

Available via the World Wide Web: http:/www.gpo.gov/congress/house
http://www.house.gov/reform

U.S. GOVERNMENT PRINTING OFFICE
93-724 PDF WASHINGTON : 2004

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512—-1800; DC area (202) 512—-1800
Fax: (202) 512-2250 Mail: Stop SSOP, Washington, DC 20402-0001



COMMITTEE ON GOVERNMENT REFORM
TOM DAVIS, Virginia, Chairman

DAN BURTON, Indiana
CHRISTOPHER SHAYS, Connecticut
ILEANA ROS-LEHTINEN, Florida
JOHN M. McHUGH, New York
JOHN L. MICA, Florida

MARK E. SOUDER, Indiana
STEVEN C. LATOURETTE, Ohio
DOUG OSE, California

RON LEWIS, Kentucky

JO ANN DAVIS, Virginia

TODD RUSSELL PLATTS, Pennsylvania
CHRIS CANNON, Utah

ADAM H. PUTNAM, Florida
EDWARD L. SCHROCK, Virginia
JOHN J. DUNCAN, JR., Tennessee
NATHAN DEAL, Georgia
CANDICE S. MILLER, Michigan
TIM MURPHY, Pennsylvania
MICHAEL R. TURNER, Ohio
JOHN R. CARTER, Texas
MARSHA BLACKBURN, Tennessee

HENRY A. WAXMAN, California

TOM LANTOS, California

MAJOR R. OWENS, New York

EDOLPHUS TOWNS, New York

PAUL E. KANJORSKI, Pennsylvania

CAROLYN B. MALONEY, New York

ELIJAH E. CUMMINGS, Maryland

DENNIS J. KUCINICH, Ohio

DANNY K. DAVIS, Illinois

JOHN F. TIERNEY, Massachusetts

WM. LACY CLAY, Missouri

DIANE E. WATSON, California

STEPHEN F. LYNCH, Massachusetts

CHRIS VAN HOLLEN, Maryland

LINDA T. SANCHEZ, California

C.A. “DUTCH” RUPPERSBERGER, Maryland

ELEANOR HOLMES NORTON, District of
Columbia

JIM COOPER, Tennessee

BERNARD SANDERS, Vermont
(Independent)

MELIssA WOJCIAK, Staff Director
DAvVID MARIN, Deputy Staff Director / Communications Director
ROB BORDEN, Parliamentarian
TERESA AUSTIN, Chief Clerk
PHIL BARNETT, Minority Chief of Staff/Chief Counsel

SUBCOMMITTEE ON GOVERNMENT EFFICIENCY AND FINANCIAL MANAGEMENT

TODD RUSSELL PLATTS, Pennsylvania, Chairman

MARSHA BLACKBURN, Tennessee
STEVEN C. LATOURETTE, Ohio
CANDICE S. MILLER, Michigan
MICHAEL R. TURNER, Ohio

EDOLPHUS TOWNS, New York
PAUL E. KANJORSKI, Pennsylvania
MAJOR R. OWENS, New York
CAROLYN B. MALONEY, New York

Ex OFFICIO

TOM DAVIS, Virginia

HENRY A. WAXMAN, California

MIKE HETTINGER, Staff Director
LARRY BRADY, Professional Staff Member
SARA D’ORSIE, Clerk
MARK STEPHENSON, Minority Professional Staff Member

1)



CONTENTS

Hearing held on March 3, 2004 .........ccccooeiiiiiiiiiieieeteee et
Statement of:
Hammond, Donald V., Fiscal Assistant Secretary, Department of the
TTRASUTY wnvteeeiiieeitee ettt ettt et ettt e st e e s bt e e st eeesabeeessaeeesasaeens
Springer, Linda M., Controller, Office of Federal Financial Management,
Office of Management and Budget ..........ccccceeeeiiieeiiiiiciieecieeeee e
Walker, David M., Comptroller General of the United States, U.S. Gen-
eral Accounting OffiCe .........ccocvieeriiiiiiiiiiiieeiieeeeeeee e
Letters, statements, etc., submitted for the record by:
Hammond, Donald V., Fiscal Assistant Secretary, Department of the
Treasury, prepared statement of .........c.cccceevviiiiriiiieiniieeee e
Platts, Hon. Todd Russell, a Representative in Congress from the State
of Pennsylvania, prepared statement of .............c.cceceeiiiiiiinnieniiiinieeieeen,
Springer, Linda M., Controller, Office of Federal Financial Management,
Office of Management and Budget, prepared statement of .......................
Towns, Hon. Edolphus, a Representative in Congress from the State
of New York, prepared statement of ..........ccccceeevierriiieiniiiieiniieeieeeiee e
Walker, David M., Comptroller General of the United States, U.S. Gen-
eral Accounting Office, prepared statement of ...........cccecevriiiiieniiinninennn.

(I1D)

51
39

54

42
48






FINANCIAL REPORT OF THE U.S.
GOVERNMENT FOR FISCAL YEAR 2003

WEDNESDAY, MARCH 3, 2004

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON GOVERNMENT EFFICIENCY AND
FINANCIAL MANAGEMENT,
COMMITTEE ON GOVERNMENT REFORM,
Washington, DC.

The subcommittee met, pursuant to notice, at 2:32 p.m., in room
2247, Rayburn House Office Building, Hon. Todd Russell Platts
(chairman of the subcommittee) presiding.

Present: Representatives Platts, Blackburn, Maloney and Towns.

Staff present: Mike Hettinger, staff director; Dan Daly, counsel,
Larry Brady and Tabetha Mueller, professional staff members;
Amy Laudeman, legislative assistant; Sarah D’Orsie, clerk; Mark
Stephenson and Adam Bordes, minority professional staff mem-
bers; and Cecelia Morton, minority office manager.

Mr. PLATTS. This hearing of the Subcommittee on Government
Efficiency and Financial Management will come to order. I appre-
ciate everyone’s attendance and participation here today. Because
of your fine patience in waiting for us to get started here belatedly
because of votes.

I am going to dispense with an opening statement and submit
mine and, with the ranking member, Mr. Towns and others, I will
ask them to do the same when they arrive. We will go actually
right to our witnesses and get into your opening statements and
then into questions.

[The prepared statement of Hon. Todd Russell Platts follows:]
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Opening Statement
Congressman Todd R. Platts
March 3, 2004

The Financial Report of the United States and the accompanying audit of the
report performed by the General Accounting Office (GAQ) were released on an
accelerated timeframe this year on February 27, 2004. Unfortunately, for the seventh
straight year, GAO was unable to render an opinion on the Federal government’s
financial statements. Again this year, GAO reported significant material deficiencies that
affected both the financial statements and the management of government operations.

For fiscal year 2003, twenty of the 23 Chief Financial Officer Act agencies
received unqualified or “clean” audit opinions on their individual financial statements.
Of the 28 “major” departments, 24 received clean opinions. These numbers represent a
leveling off of the progress that we have seen in financial reporting since 1997. The
Department of Defense, the Small Business Administration, and the National Aeronautics
and Space Administration, all CFO Act agencies, failed to receive clean opinions this
year. Additionally, the Department of Homeland Security, which is not subject to the
CFO Act, received a disclaimed opinion.

GAO points out in their audit report of the consolidated statement that the
financial management problems at DOD are “pervasive, complex, long-standing, and
deeply rooted in virtually all business operations throughout the department.” President
Bush’s Administration has made improving financial performance a top priority.
Secretary of Defense Donald Rumsfeld and the financial management team at DOD are
working hard to improve the Department’s financial management system. With each
fiscal year, DOD gets closer to obtaining an audit opinion. However, until DOD solves
their financial problems and receives a clean opinion, the entire Federal government’s
financial statement will continue to be unreliable.

The Department of Homeland Security, which came into being five months into
the 2003 fiscal year, has made important strides in financial management. Having
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inherited 18 material weaknesses from component agencies, they have managed to
complete their audit and address many of the challenges they faced and obtain a qualified
opinion on two of their statements. The other four statements, however, received
disclaimers, revealing that although progress has been made, DHS still has a long way to
go before its financial management is where it needs to be.

Congress has placed significant emphasis on the financial accountability of
publicly traded companies and their responsibility to provide accurate information to
investors, Congress and the Federal government have an equal, if not greater
responsibility, to be accountable to our investors, the American taxpayer.

Our witnesses today will provide the Subcommittee with insight on the results of
the consolidated financial statement and discuss areas that need improvement. Today, we
are honored to have The Honorable David M. Walker, Comptroller General of the United
States; The Honorable Linda Springer, Controller for the Office of Federal Financial
Management at the Office of Management and Budget; and Donald V. Hammond, Fiscal
Assistant Secretary at the Department of Treasury. [ look forward to your testimonies.
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Mr. PLATTS. I again appreciate your preparation in sharing your
written statements ahead of time, and also being here with us
today, and do thank you for your patience in waiting for us to get
back over here.

We will start if we could ask each of you to stand and be sworn
in, and any who will be advising you as part of your testimony also
should stand and take the oath.

[Witnesses sworn.]

Mr. PLATTS. The clerk will note that all witnesses affirmed the
oath, and again we appreciate your written testimonies. If it is OK
with you, I was going to give a little bit of background on each of
you, but for time sensitivities, everyone probably knows who you
are and what you do and it will not be keeping much from them.
So I think what we will do is go right into the statements.

Mr. Walker, if you would like to begin?

STATEMENT OF DAVID M. WALKER, COMPTROLLER GENERAL
OF THE UNITED STATES, U.S. GENERAL ACCOUNTING OFFICE

Mr. WALKER. Thank you, Mr. Chairman. It is a pleasure to be
back to this annual hearing on the consolidated financial state-
ments and our audit opinion relating thereto. I would like for my
entire statement to be entered into the record, with your permis-
sion. Now I will move to summarize it. Let me note that I have a
number of executives and other members of our financial manage-
ment assurance team with me today. They are the ones on the
front line doing the work that results in the issuance of our opin-
ion. I want to thank all of them for their continued efforts and ex-
cellent work.

I would also like to note for the record that we have several col-
leagues from our sister organization, the National Audit Office in
the United Kingdom who are visiting with us because for the first
time in the United Kingdom’s history, they will be required to ex-
press an opinion on the consolidated financial statements for the
government of the United Kingdom for fiscal year ended 2004. So
we are exchanging knowledge.

With that, I would like to note at the outset that this is an an-
nual process which I appreciate the subcommittee making time for.
It is a very important topic. Frankly, I think more people need to
look at the results of these audits and the related financial state-
ments.

As you know, as in the previous 6 fiscal years in which we have
been required to report on the consolidated financial statements,
certain material weaknesses in internal control and selected ac-
counting and reporting practices resulted in conditions that did not
enable us to provide an opinion to the Congress and the American
citizens as to whether the consolidated financial statements of the
U.S. Government are fairly stated in accordance with U.S. Gen-
erally Accepted Accounting Principles [GAAP].

I think it is important to note that this year, the principals of
the Joint Financial Management Improvement Program, which in-
cludes the Director of the Office of Management and Budget, the
Secretary of the Treasury, the Director of OPM and myself agreed
to accelerate the agency financial statement reporting due date to
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November 15 for the individual agencies for 2004 fiscal year, and
to December 15 for the consolidated financial statements.

For fiscal year 2003, OMB required the CFO Act agencies to de-
liver their performance and accountability reports, including their
audited financial statements to OMB by January 30, 2004. I am
pleased to say, and I am sure Linda and Don will be even more
pleased to say that all 23 of the CFO Act agencies met that Janu-
ary 30 deadline. Of these 23 CFO Act agencies, 8 actually issued
theirs by mid-November, which is an encouraging sign.

A 24th major agency, the Department of Homeland Security,
which is not presently subject to the CFO Act, issued its financial
statements on February 13, 2004. As you know, Mr. Chairman, this
is the first year they have had to issue and it is an amalgamation
of a number of different departments and agencies.

With regard to the results, we see that 20 of 23 CFO Act agen-
cies were able to obtain an unqualified audit opinion on their finan-
cial statements. That is up from six in 1996. At the same point in
time, however, only 3 of the 23 CFO Act agencies had neither a
material weakness in internal control or an issue involving compli-
ance with applicable laws and regulations or an instance that
lacked substantial compliance with FFMIA.

So of the 23 CFO Act agencies, 20 with clean opinions, but only
3 truly met the green requirement presumably for the President’s
management agenda, which I assume that Linda will be speaking
more to that. In fact, there is another requirement in order to get
a “green” designation, namely, having systems that provide for
timely, accurate and useful information to make informed manage-
ment decisions on a day-to-day basis. These three may or may not
meet that requirement. Linda may know that.

The three major impediments to an opinion on the consolidated
financial statements are, No. 1, serious financial management
problems at the Department of Defense; No. 2, the Federal Govern-
ment’s inability to fully account for and reconcile transactions be-
tween Federal Government entities, so-called intragovernmental
transactions; and No. 3 the Federal Government’s ineffective proc-
ess for preparing the consolidated financial statements.

If I can, Mr. Chairman, it is important to note what is not in the
balance sheet of the U.S. Government. If you look at the balance
sheet of the U.S. Government, you will see that since the beginning
of our republic, we have an accumulated negative results of oper-
ations of approximately $7 trillion. That $7 trillion equals approxi-
mately the same amount as total Federal debt, both public debt as
well as intragovernmental debt.

It is important to note what is not in the financial statements.
The chart includes a few of the commitments, contingencies and ob-
ligations that are not in the financial statements. If you look at
things like the debt held in the trust funds, which are not pres-
ently deemed to be a liability of the U.S. Government; if you look
at the difference between promised benefits and funded benefits for
Social Security and Medicare, and the discounted present value of
the difference between related revenues and expenses of these
funds, the number is not $7 trillion, it is more like $30 trillion or
approximately $100,000 for every man, woman and child in the
United States.
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In addition, if you consider the preliminary estimates for the new
prescription drug benefit, that new benefit is going to add probably
another $7 trillion on a preliminary basis to that number. So we
have a serious financial and fiscal problem that is going to require
sustained attention by the Congress and others in order to close
that gap because candidly the gap is simply too great to grow our
way out of the problem.

This is one scenario, potentially, Mr. Chairman. If discretionary
spending grows by the rate of the economy, and as you know dis-
cretionary spending includes defense, homeland security, the judi-
cial system, education, the infrastructure of our Nation, and if all
of the expiring tax provisions do not sunset, this is illustrative, it
is not saying they should or they should not, expire, then this is
the future. The gap is simply too great to grow our way out of the
problem. Tough choices will be required with regard to entitlement
programs, discretionary and other spending, and tax policy.

We have noted this in our transmittal letter that accompanies
our audit report in the Financial Report of the U.S. Government
because it is important not just to focus on what the financial
statements say. It is also important to note what they do not say.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Walker follows:]
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FISCAL YEAR 2003 U.S. GOVERNMENT
FINANCIAL STATEMENTS

Sustained Improvement in Federal
Financial Management Is Crucial to
Addressing Our Nation’s Future Fiscal
Challenges

What GAO Found

As in the 6 previous fiscal years, certain material weaknesses in internal
contro} and in selected accounting and reporting practices resulted in
conditions that continued to prevent GAO from being able to provide the
Congress and American citizens an opinion as to whether the consolidated
financial statements of the U.S. government are fairly stated in conformity
with U.S. generally accepted accounting principles. Three major
impediments to an opinion on the consolidated financial statements
continue to be (1) serious financial management problems at DOD, (2) the
federal government's inability to fully account for and reconcile transactions
between federal government entities, and (3) the federal government's
ineffective process for preparing the consolidated financial statements.

For fiscal year 2003, 20 of 23 Chief Financial Officers (CFO) Act agencies
received unqualified opinions, the same number received by these agencies
for fiscal year 2002, up from 6 for fiscal year 1996. However, only 3 of the
CFO Act agencies had neither a material weakness in internal control, an
issue involving compliance with applicable laws and regulations, nor an

i of lack of sub ial compli with Federal Financial
Management Imaprovement Act requirements,

The requirement for timely, accurate, and useful financial and performance
management information is greater than ever as the nation faces major long-
term fiscal challenges that will require tough choices in setting priorities and
linking resources to resuits. Given the nation’s large and growing long-term
fiscal imbalance, which is driven largely by known demographic trends and
health care costs, coupled with new homeland security and defense
commitments, the status quo is inable. Current fi ial reporting
does not clearly and transparently show the wide range of responsibilities,
programs, and activities that may either obligate the federal government to
future spending or create an expectation for such spending and provides an
unrealistic and even misleading picture of the federal government’s overall
performance and financial condition. In addition, too many significant
federal government commitments and obligations, such as Social Security
and Medicare, are not fully and consistently disclosed in the federal
government's financial statements and budget, and current federal financial
reporting standards do not require such disclosure.

A top-to-bottom review of government activities to ensure their relevance
and fit for the 21st century and their relative priority is long overdue. The
federal government needs a three-pronged approach to (1) restructure
existing entitlement programs, (2) reexamine the base of discretionary and
other spending, and (3) review and revise the federal government’s tax.
policy and enforcement programs. New accounting and reporting
approaches, budget control mechanisms, and metrics are needed for
considering and measuring the impact of spending and tax policies and
decisions over the long term.

United States General Accounting Oflice



Mr. Chairman and Members of the Subcommittee:

I am pleased to be here today to discuss our report on the U.S.
government’s consolidated financial statements for fiscal years 2003 and
2002. Both the consolidated financial statements and our report are
included in the fiscal year 2003 Financial Report of the United States
Government, which was issued by the Department of the Treasury
(Treasury) on February 27, 2004, and is available through GAO’s Internet
site, at www.gao.gov, and Treasury’s Internet site, at
www.fms.treas.gov/fr/index.htmi.

At the outset, | would like to thank the subcommittee for continuing an
annual tradition of oversight hearings on this important subject. The work
of the Subcommitiee on Government Efficiency and Financial
Management and its predecessor has for years been a catalyst to facilitate
government t reform. The invob of this subec i
remains critical to ultimately assuring public confidence in the federal
government as a financial steward that is accountable for its finances.

As in the 6 previous fiscal years, certain material weaknesses' in internal
control and in selected accounting and reporting practices resulted in
conditions that continued to prevent us from being able to provide the
Congress and American citizens an opinion as to whether the consolidated
financial statements of the U.S. government are fairly stated in conformity
with U.S. generally accepted accounting principles (GAAP). Until the
problems discussed in our report are adequately addressed, they will
continue to (1) hamper the federal government's ability to accurately
report a significant portion of its assets, liabilities, and costs; (2) affect the
federal government’s ability to accurately measure the full cost as well as
the financial and nonfinancial performance of certain programs while
effectively managing related operations; and (3) significantly impair the
federal government’s ability to adequately safeguard certain significant
assets and properly record various transactions.

While the federal government has not yet been able to prepare auditable
financial staternents, the requirement to do so at the consolidated level as
well as at the agency level has aiready yielded important results. We see

' A material weakness is a condition that precludes the entity's intemal control from
providing bl that mi losses, or i material in
relation to the financial statements or to stewardship information would be prevented or
detected on a timely basis,

Page 1 GAO-04-477T
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continuous movement toward the ultimate goals of annual accountability
and, more importantly, of development of the day-to-day financial
information that the federal government will need to best address today's
budgetary challenges and the looming longer-term fiscal imbalance driven
by demographic trends, rising health care costs, and new homeland
security and defense commitments, Across government, financial
management improvement initiatives are under way that, if effectively
implemented, have the potential to appreciably improve the quality of the
federal government’s financial management and reporting. Federal
agencies continue to make progress in their efforts to modernize their
financial management systems and improve financial management
performance as called for in the President’s Management Agenda.?

The Principals of the Joint Financial Management Improvement Program
(JFMIP)® agreed with the Office of Management and Budget’s (OMB)
initiative to accelerate the agency financial statements reporting date to
November 15 for fiscal year 2004. For fiscal year 2003, OMB required the
Chief Financial Officers (CFO) Act agencies' to deliver their Performance
and Accountability Reports, including their audited financial st

to OMB by January 30, 2004. However, to prepare for meeting the required
November 15 accelerated reporting date for fiscal year 2004, OMB
encouraged the CFO Act agencies to accelerate the issuance of their fiscal
year 2003 audited financial statements to November 15, 2003, or as close to
that date as possible. OMB reported that 8 CFO Act agencies—the
Department of Education, the Environmental Protection Agency, the

“The President’s Management Agenda is the Bush inis ion's strategy for imp

the management and performance of the federal government. Its purpose is to identify and
address the most significant probleras facing the federal government. It contains five

gov ide and nine agency-specific goals to improve federal management and
deliver results to the American peaple.

*JFMIP is a joint and cooperative undertaking of the Department of the Treasury, GAO, the
Office of Management and Budget (OMB), and the Office of Personnel Management
‘working in cooperanon with each other and other federa! agencies to { improve financial

in the federal gov hip and p id are
provided by the four Principals of the JFMIP--the Compuouer General of the United
States, the Secretary of the Treasury, and the Directors of OMB and the Office of Personnel
Management.

*31 U.8.C. 901(b). One of the 24 CFO Act ies, the Federal Ei M

Agency, was transferred to the new Department of Homeland Security effective March 1,
2008. With this transfer, the Federal Emergency Management Agency will no longer be
required to prepare and have audited stand-alone financial statements under the CFO Act,
leaving 23 CFO Act agencies.

Page 2 GAO-04-47TT
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Department of Health and Human Services, the National Science
Foundation, the Social Security Administration, the Department of the
Treasury, the Agency for International Development, and the Department
of Veterans Affairs—were able to issue their fiscal year 2003 financial
statements with unqualified audit opinions by mid-November 2003,
Another 10 CFO Act agencies issued their financial statements by
December 31, 2003, and the remaining 5 CFO Act agencies issued by the
end of January 2004. A 24th major agency, the Department of Homeland
Security (DHS), issued its financial statements on February 13, 2004, DHS
faced a herculean challenge with respect to issuing audited financial
statements, since the department had been in operation only for the last 7
months of the fiscal year and involved a transfer of operations from a
number of diverse entities, some with known financial management
problers.

While these results represent a significant improvement over previous
years in the timeliness of CFO Act ies’ i of audited fi ial
statements, they also demonstrate the significant challenges that the
federal government will face in meeting the November 15 accelerated
reporting date for fiscal year 2004, Auditors at several of the CFO Act
agencies reported that the agencies may not be able to produce auditable
financial statements within the accelerated time frame for fiscal year 2004
without making fundamental changes to improve a number of their
financial management practices. For example, certain federal agency
aunditors reported that major improvements are needed in (1) management
controls to monitor established policies and procedures for conducting
financial analyses and reconciliations throughout the year, (2) fully
integrating financial management systems, and (3) providing adequate and
skilled staff to support efficient, effective preparation of federal agency
consolidated financial statements. Our experience as the auditor of the
financial statements of the Internal Revenue Service, which successfully
accelerated its reporting to November 15 beginning with its fiscal year
2002 financial statements, showed that significant changes had to be made

*DHS is not a CFO Act agency and is therefore not subject to CFO Act requirements.
However, along with most other executive branch agencies not covered by the CFO Act,
DHS is required to prepare and have audited financial under the A il
of Tax Dollars Act of 2002, Pub. L. No. 107-289, 116 Stat. 2049. For fiscal year 2003, the act
provided that OMB could grant executive branch agencies’ requests for waivers from
having audited financial statements for fiscal year 2003. However, DHS and certain other
agencies chose to prepare and have their fiscal year 2003 financial statements audited.

Page 3 GAO-04477T
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to improve routine financial management procedures in order to be able to
accelerate reporting.

For fiscal year 2003, as in fiscal year 2002, 20 of 23 CFO Act agencies were
able to attain unqualified audit opinions on their financial statements (see
app. I),° up from 6 agencies for fiscal year 1996, This is the same number of
unqualified opinions received by these CFO Act agencies for fiscal year
2002, However, 2 agencies’ fiscal year 2003 opinions were different from
those they received for fiscal year 2002. The Agency for International
Development received an unqualified opinion on all of its fiscal year 2003
financial statements for the first time, while the National Aeronautics and
Space Administration, which for fiscal year 2002 received an ungualified
opinion on its financial stat ts, received a disclai of opinion for
fiscal year 2003. DHS, which as I mentioned before prepared consolidated
financial statements for fiscal year 2003 covering its first 7 months of
operations, received a qualified opinion on two of the six required
financial statements.”

In identifying improved financial performance as one of its five
governmentwide initiatives, the President’'s Management Agenda
recognized that a clean (unqualified) financial audit opinion is a basic
prescription for any well-managed organization. At the same time, it
recognized that “most federal agencies that obtain clean audits only do so
after making extraordinary, labor-intensive assaults on financial records”
at or after year-end. The President’s Management Agenda further
recognized that without sound internal control and accurate and timely
financial information, it is not possible to accomplish the agenda and
secure the best performance and highest measure of accountability for the

SAt least 4 CFO Act agencies restated certain of their audited fiscal year 2002 financial

to correct mi; in such financial statements. All 4 of the agencies had
received ungualified opinions on their fiscal year 2002 financia! statements. These
restatements were not material to the id i

"DHS began operations as an agency 5 months after the start of the fiscal year, on March 1,
2003, Transfers of funds, assets, liabilities, and obligations from 22 existing federal
agencies to DHS began on March 1, 2003. DHS's auditors issued a qualified opinion on the

consolidated balance sheet an of dial activity as of 30, 2008,
and disclaimed on the lid: of net cost, i of
changes in net position, i of bud; y and i
statement of financing for the 7 months ended 30, 2003. In d: with

Federal Accounting Standards Advisory Board Technical Bulletin 2003-1, Certain
Questions and Answers Related to the Homeland Security Act of 2002, the fiscal year
2003 activities that occurred prior to the transfer of operations to DHS were to be reflected
in the transferring agencies’ financial statements.

Page 4 GAO-04-477T
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American people. The JFMIP Principals have defined certain measures, in
addition to receiving an lified financial stat opinion, for
achijeving financial management success. These additional measures
include being able to routinely provide timely, accurate, and useful
financial and performance information and having no material internat
control weaknesses or material noncompliance with laws and regulations
and the requirements of the Federal Financial Management Improvement
Act of 1996 (FFMIA). As shown in figure 1, while the severity and
magnitude of the problems identified vary greatly, reports of inspectors
general and their contract auditors indicated that for fiscal year 2003 only
3 of the 23 CFO Act agencies had neither a material weakness in internal
control, an issue involving compliance with applicable laws and
regulations, nor an instance of lack of substantial compliance with the
requiremnents of FFMIA.

Figure 1: Fiscal Year 2003 CFO Act Agency Resuits Reported by Auditors

Agencies with ungqualified op and

no material weaknesses or

Agencies with unqualified opinions noncompliances
20" F

Source: GAO.

“Agriculture, Commerce, Education, Energy, Health and Human Services, Housing and Urban
Development, Interior, Justice, Labor, Stata, Transportation, Treasury, Veterans Affairs, Agency for

fional O i ion Agency, General Services Administration,
National Science o, Nuctear Reg y Ce ission, Office of Personnal Management,
and Social Sscurify Administration.

*Energy, National Science Foundation, and Social Security Administration.

In this testimony, 1 will highlight the major issues relating to the
consolidated financial statements for fiscal years 2003 and 2002, discuss
systems problems that continue to hinder federal agency accountability,
and describe progress that has been made toward addressing major
impediments to an opinion on the consolidated financial statements. I will
then discuss why sound financial management today and in the future is
critical to meeting tomorrow’s fiscal needs and the need for “truth and
transparency” in connection with our nation’s financial condition and
fiscal outlook.

Page 5 GAO-84477T



14

3 s e As I mentioned earlier, as has been the case for the previous 6 fiscal years,
nghhgh ts of MHJOI' the federal government continues to have a significant number of material
Issues Related to the weaknesses related to financial systems, fundamental recordkeeping and

, financial reporting, and incomplete documentation. Several of these
US. Goyemment S material weaknesses (referred to hereafter as material deficiencies)
Consolidated resulted in conditions that continued to prevent us from forming and

3 3 expressing an opinion on the U.S. government's consolidated financial
Flnar}c1al Statements statements for the fiscal years ended September 30, 2003 and 2002.* There
for Fiscal Years 2003 may also be additional issues that could affect the consolidated financial
and 2002 statements that have not been identified.

Major challenges include the federal government'’s inability to

« properly account for and report preperty, plant, and equipment and
inventories and related property, primarily at the Departinent of Defense
(DOD);

» reasonably estimate or adequately support amounts reported for certain
liabilities, such as environmental and disposal liabilities and related costs
at DOD, and ensure coraplete and proper reporting for commitments and
contingencies;

+ support major portions of the total net cost of government operations,
most notably related to DOD, and ensure that all disbursements are
properly recorded;

+ fully account for and reconcile intragovernmental activity and balances;

+ demonstrate how net outlay amounts reported in the consolidated
financial statements were related to net outlay amounts reported in the
underlying federal agencies’ financial statements; and

» effectively prepare the federal government’s financial statements,
including ensuring that the consolidated financial statements are
consistent with the underlying audited agency financial statements,
balanced, and in conformity with GAAP.

In addition to these material deficiencies, we identified four other material
wealmesses in internal control related to loans receivable and loan
guarantee liabilities, improper payments, information security, and tax
collection activities.

*We previously reported that material deficiencies p d us from exp ing an opinion
on the fiscal years 1997, 1998, 1989, 2000, 2001, and 2002 lidated ial
of the U.5. government.
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The material weaknesses identified by our work are discussed in more
detail in appendix III.

Recurring Systems
Problems Hinder
Accountability

The ability to produce the data needed to efficiently and effectively
manage the day-to-day operations of the federal government and provide
accountability to taxpayers and the Congress has been a long-standing
challenge at most federal agencies. The results of the fiscal year 2003
assessments performed by agency inspectors general or their contract
auditors under FFMIA® show that these problems continue to plague the
financial management systems used by most of the CFO Act agencies.
‘While the problems are much more severe at some agencies than at others,
their nature and severity indicate that overall, management at most CFO
Act agencies Jacks the full range of information needed for accountability,
performance reporting, and decision making. These problems include
noni ated financial , lack of accurate and timely recording of
data, inadequate reconciliation procedures, and noncompliance with
accounting standards and the U.S. Government Standard General Ledger
(SGL).

Agencies’ inability to meet the federal financial management systems
requirements continues to be the major barrier to achieving compliance
with FFMIA. Under FFMIA, CFO Act agency auditors are required to
report, as part of the agencies’ financial statement audits, whether
agencies’ financial y k ially comply with (1)
federal financial t sy requir (2) applicable federal
accounting standards, and (3) the SGL at the transaction level. As shown
in figure 2, auditors most frequently reported instances of noncompliance

with federal financial requir s. These inst.
of noncompliance involved not only core financial systems, but also
dministrative and prc ic

“Pub. L. No. 104-208, § 101(f)(title VII), 110 Stat. 3009-389.
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Figure 2: Auditors’ FFMIA Assessments for Fiscal Years 2000, 2001, 2002, and 2003

CFO Act agencies not In compliance
» 10
18

2000 2001 2002 2008

:] System requirements
- Accouniing standards
—

Source: Independant audtors'reports for fiacal years 2000, 2001, 2002, and 2003, prepared by agency inspectors genersl and
cantract auditom.

For fiscal year 2003, auditors for 17 of the 23 CFO Act agencies reported
that the agencies’ financial management systems did not comply
substantially with one or more of FFMIA's three requirements. For the
remaining 6 CFO Act agencies, auditors provided negative assurance,
meaning that nothing came to their attention indicating that the agencies’

financial 5y did not sut ially meet FFMIA
requirements. The auditors for these 6 agencies did not definitively state
whether the agencies’ ut ially complied with FFMIA

requirements, as is required under the statute. DHS is not subject to the
requirements of the CFO Act and, consequently, is not required to comply
with FFMIA. Accordingly, DHS's auditors did not report on DHS's
compliance with FFMIA. However, the anditors identified and reported
deficiencies that related to the aforementioned three requirements of
FFMIA.

Federal agencies have recognized the seriousness of their financial

systems weaknesses and have efforts under way to implement or upgrade
their financial systems to alleviate long-standing problerms. We recognize
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that it will take time, investment, and sustained eraphasis to improve
agencies’ underlying financial management systems.

Addressing Major
Impediments to an
Opinion on

. Consolidated
Financial Statements

As I mentioned earlier, for the past 7 fiscal years, the federal government
has been required to prepare, and have audited, consolidated financial
statements. Successfully meeting this requirement is tightly linked to the
requirements for the CFO Act agencies to also have audited financial
statements. This has stimulated extensive cooperative efforts and
considerable attention by agency chief financial officers, inspectors
general, Treasury and OMB officials, and GAO. With the benefit of the past
7 years’ experience by the federal government in having the required
financial statements subjected to audit, more intensified attention will be
needed on the most serious obstacles to achieving an opinion on the U.S.
government's consolidated financial statements. Three major impediments
to an opinion on the consolidated financial statements are (1) serious
financial management problems at DOD, (2) the federal government's
inability to fully account for and reconcile transactions between federal
government entities, and (8) the federal government’s ineffective process
for preparing the consolidated financial statements.

Financial Management at
DOD

Essential to achieving an opinion on the consolidated financial st.

is resolution of the serious financial management problems at DOD, which
we have designated as high risk® since 1995, In accordance with section
1008 of the National Defense Authorization Act for Fiscal Year 2002, DOD
reported that for fiscal year 2003, it was not able to provide adequate-
evidence supporting material amounts in its financial statements. DOD
stated that it is unable to comply with applicable financial reporting
requirements for (1) property, plant, and equipment (PP&E); (2) inventory
and operating materials and supplies; (3) environmental liabilities; (4)
intragovernmental eliminations and related accounting adjustments; (8)
disbursement activity; and (6) cost accounting by responsibility segment.
Although DOD represented that the military retirement health care ligbility
data had improved for fiscal year 2003, the cost of direct health care
provided by DOD-managed military treatment facilities was a significant

GAQ identifies areas at high risk due to either their greater vulnerabilities to waste, fraud,
abuse, and mi: or major iated with their i
or effectiveness.

'Pub. L. No. 107-107, 115 Stat. 1012, 1204 (2001).
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amount of DOD’s total recorded health care liability and was based on
estimates for which adequate support was not available.

Overhauling DOD’s financial management operations represents a
challenge that goes far beyond financial accounting to the very fiber of
DOD’s range of busi operatjons, information systems,
and culture. As I have reported in past years, DOD’s financial management
problems are pervasive, complex, long-standing, and deeply rooted in
virtually all business operations throughout the department. To date, hone
of the military services or major DOD components has passed the test of
an independent financial audit* because of pervasive weaknesses in
financial management systems, operations, and controls. DOD has been up
front about the seriousness of these problems and the need to transform
the way it does business. To address these problems, DOD has taken
several positive steps in many key areas. For example, the Secretary of
Defense has included improving DOD’s financial management as one of his
top 10 priorities, and the department has taken a number of actions under
its Business Management Modernization Program, including development
in April 2003 of an initial business enterprise architecture to guide
operational and technological changes.” DOD is currently working to
refine and implement that architecture and expects to issue new versions
of it during 2004. DOD reports that it is also developing detailed financial
improvement plans intended to provide disciplined leadership, identify
corrective actions, implement solutions, and result in a favorable audit
opinion on the fiscal year 2007 DOD-wide financial staternents. But DOD
still has a long way to go, and top leadership must continue to stress the
importance of achieving lasting improvement that truly transforms the
department’s business systems and operations. Only through major
transformation, which will take time and sustained leadership from top
management, will DOD be able to meet the mandate of the CFO Act and
achieve the President’s Management Agenda goal of improved financial
performance,

“Although not major DOD p the Military Reti Fund received an
unqualified opinion on its fiscal year 2003 i; and the DOD i
Fligible Retiree Health Care Fund received a qualified opinion on its fiscal year 2003
financial statements.

¥See U.S. General A ing Office, Busi Systems Modernizati vy af
GAQ’s Assessment of the Department of Defense’s Initial Business Enterprise
Architecture, GAO-03-877R (Washington, D.C.: July 7, 2003).

Page 10 GAD-04-47T7T



19

Intragovernmental
Transactions

OMB and Treasury require the CFOs of 35 executive departments and .
agencies, including the 23 CFO Act agencies, to reconcile selected
intragovernmental activity and balances with their “trading partners™ and
to report to Treasury, the agency’s inspector general, and GAO on the
extent and results of intragovernmental activity and balances
reconciliation efforts. A substantial number of the agencies continue to be
unable to fully perform reconciliations of intragovernmental activity and
balances with their trading partners, citing reasons such as (1) trading
partners not providing needed data; (2) limitations and incompatibility of
agency and trading partner information systems; and (3) lack of human
resources. Amounts reported for federal agency trading partners for
certain intragovernmental accounts were significantly out of balance in
the aggregate for both fiscal years 2003 and 2002.

We reported in previous years that the heart of the intragovernmental
transactions issue was that the federal government lacked clearly
articulated business rules for these transactions so that they would be
handled consistently by agencies. In this regard, at the start of fiscal year
2003, OMB issued business rules to transform and standardize
intragovernmental ordering and billing. To address long-standing problems
with intragovernmental exchange transactions between federal agencies,
Treasury provided federal agencies with quarterly detailed trading partner
information during fiscal year 2003 to help them better perform their
trading partner reconciliations. In addition, the federal government began
athree-phase Intragovernmental Transactions e-gov project to define a
governmentwide data architecture and provide a single source of detailed
trading partner data. Resolving the intragovernmental transactions
problem, though, still remains a difficult challenge and will require a
commitment by the CFO Act agencies and continued strong leadership by
OMB.

Preparing the
Consolidated Financial
Statements

The federal government did not have adequate systems, controls, and
procedures to ensure that the consolidated financial statements are
consistent with the underlying audited agency financial statements,
balanced, and in conformity with GAAP. In this regard, Treasury is
developing a new system and procedures to prepare the consolidated

financial st s beginning with the st ts for fiscal year 2004.
"Trading partners are U.S. government ! or other
included in the tidated financial that do busi ‘with each other.
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Treasury officials have stated that these actions are intended to, among
other things, directly link information from federal agencies’ audited
financial statements to amounts reported in the consolidated financial
statements and resolve many of the issues we identified in the process for
preparing the consolidated financial statements. Resolving issues
surrounding preparing the consolidated financial statements will require
continued strong leadership by Treasury management.

Truth and
Transparency in the
Fiscal Outlook

Our nation’s large and growing long-term fiscal imbalance, which is driven
largely by known demographic trends and rising health care costs—
coupled with new homeland security and defense commitments—serves
1o sharpen the need to fundamentally review and re-examine basic federal
entitlements, as well as other mandatory and discretionary spending, and
tax policies. As we look ahead, our nation faces an unprecedented
demographic challenge with significant implications, among them
budgetary and economic. Between now and 2035, the number of people
who are 65 years old or over will double, driving federal spending on the
elderly to a larger and ultimately unsustainable share of the federal
budget. As a result, tough choices will be required to address the resulting
structaral imbalance.

GAO prepares long-terma budget simulations that seek to illustrate the
likely fiscal consequences of the coming demographics and rising health
care costs. Our latest long-term budget simulations reinforce the need for
change in the major cost drivers—Social Security and health care
programs. As shown in figure 3, by 2040, absent reform of these
entitlement programs, projected federal revenues may be adequate to pay
little beyond interest on the debt.

Page 12 GAO-04-477T
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Figure 3: Composition of Spending as a Share of GDP Assuming Discretionary
Spending Grows with GDP after 2004 and Al Expiring Tax Provisions Are Extended
Percent of GDP

50

Fiacal yoar

E_—_] All other spending

Madicara and Medicald

I 5o securty
T et irtorest

Source: GAG's January 2004 aralysls,

Note: Although expiring tax provisions are extended, revenue as a share of gross domestic product
(GDP} increases through 2014 dus 1o {1) real bracket creep, (2) more taxpayers becoming subject to
the alternative minimurn tax, and (3) increased revenue from tax-deferred retirement accounts. After
2014, revenue as a share of GOF is held constant.

Current financial reporting does not clearly and transparently show the
wide range of responsibilities, programs, and activities that may either
obligate the federal government to future spending or create an
expectation for such spending and provides an unrealistic and even
naisleading picture of the federal government's overall performance and
financial condition. Few agencies adequately show the results they are
getting with the taxpayer dollars they spend. In addition, too many
significant federal government commitments and obligations, such as
Social Security and Medicare, are not fully and consistently disclosed in
the federal government’s consolidated financial staternents and budget,
and current federal financial reporting standards do not require such
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disclosure.' Figure 4 shows some selected fiscal exposures. The spectrum
of these exposures ranges from covering only the explicit liabilities that
are shown on the consolidated financial statements to implicit promises
embedded in current policy or public expectations. These liabilities,
commitments, and promises have created a fiscal imbalance that will put
unprecedented strains on the nation’s spending and tax policies. Although
economic growth can help, the projected fiscal gap is now so large that the
federal government will not be able to siraply grow its way out of the
problem. Tough choices are inevitable.

Figure 4: Selected Fiscal Exposures

Type Example (dollars In bitlions)

Explicit liabilities Publicly heid debt ($3,913}
Military and civitian pension and post-retirement haalth ($2,857)
Veterans benefits payable ($955)
Environmental and disposal fiabilities ($250)

Loan guarantees ($35)
Explicit financial Undelivered ordars ($546)
commitments Long-term isases ($47)
Expiicit tinancial Unadjudicated claims {$9)
contingencies Pension Benefit Guaranty Corporation ($86)

Other national insurance programs ($7)
Gavernment corporations e.g., Ginnie Mae

implicit exposures implied by Debt held by government accounts {$2,858)%
current palicies or the public's  Futurs Sociat Security berefft payments {83,550)°
expsctations about the role of  Future Medicare Part A benefit payments {$5,931)°

government Future Medicare Part B benefit payments {39,619)°
Life cycle cost including deferred ard future maintenance and
operating costs {amount unknown}
Government Sponscred Enterprises e.g., Fannie Mae and
Freddis Mac
Sowce: GAQ analysis.

“This amount includes $774 billion in securities held by military and civilian pension funds that would
offset the explicit fiabilities reported by those funds.

"Figuras for Social Security and Medicare are as of January 1, 2003, and are estimated over a 75-
year pericd, These amounts represent nat present valus and are net of debt heid by the trust funds
{$1.378 bittion for Social Security, $235 billion for Medicare Part A, and $34 billion for Medicare Part
8). The estimats for Social Security over an infinite horizon would be $10.5 trillion according to the
Social Sscurity Trustess’ 2003 annual report. There is no infinite horizon estimate for Medicare
included in the Medicare Trustees’ 2003 annual report. Medicare Part D was enacted after the snd of
fiscal yoar 2003,

"*The Federal Accounting Standards Advisory Boar;i has a project under way to consider
recogrition, measurement, and display of social insurance obligations.
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Particularly troubling are the many big-ticket items that taxpayers will
eventually have to deal with. The federal government has pledged its
support to a long list of programs and activities, including pension and
health care benefits for senior citizens, medical care for veterans, and
contingencies associated with various governmeni-sponsored entities,
whose claims on future spending total trillions of dollars. Despite their
serious implications for future budgets, tax burdens, and spending
flexibilities, these unfunded conunitments get short shrift in the federal
government’s current financial statements and in budgetary deliberations,

The federal government’s gross debt as of September 2003 was about

$7 trillion, or about $24,000 for every man, woman, and child in this
country today. But that number excludes items such as the gap between
promised and funded Social Security and Medicare commitments and
veterans health care benefit commitments provided through the
Department of Veterans Affairs. If these items are factored in, the burden
for every American rises to well over $100,000, In addition, the new
Medicare prescription drug benefit will add thousands more to that tab.

The new drug benefit is one of the largest unfunded commitments ever
undertaken by the federal government. The Trustees of the Social Security
and Medicare trust funds will include an official estimate of the discounted
present value cost of this new benefit over the next 75 years in their
annual report,”® which is scheduled for issuance later this month.
Preliminary estimates of its long-term cost range up to $7 trillion in
discounted present value terms over a 75-year period. To put that number
into perspective, it is as much as the total amount of the federal
government’s gross debt cutstanding as of September 30, 2003. Even
before the prescription drug benefit was enacted, our long-term budget
simulations showed that by 2040, the federal government may have to cut
federal spending in half or double taxes to pay for the mounting cost of the
government’s current unfunded commitraents. Either would be
devastating.

Proper accounting.and reporting practices are essential in the public
sector. After all, the U.8. government is the largest, most diverse, most
complex, and arguably the most important entity on earth today. Its
services—homeland security, national defense, Social Security, mail

®The Trustees of the Social Security and Medicare trust funds report annually on the
current and proj d status of these over the next 75 years.

Page 15 GAQ-04-47T7T



24

delivery, and food inspection, to name a few-—directly affect the well-
being of almost every American. But sound decisions on the future
direction of vital federal government programs and policies are made
more difficult without timely, accurate, and useful financial and
performance information.

Fortunately, we are starting to see efforts to address the shortcomings in
federal financial reporting. The President’s Management Agenda, which
closely reflects GAO’s list of high-risk government prograrms, is bringing
attention to troubled areas across the federal government and is taking
steps to better assess the results that programs are getting with the
resources they are given. The Federal Accounting Standards Advisory
Board is also making progress on many key financial reporting issues.

In addition to these efforts, we have published a framework for analyzing
various Social Security reform proposals'” and will soon publish a
framework for analyzing health care reform proposals. We have also
helped to create a consortium of “good government” organizations to
stimulate the development of a set of key national indicators to assess the
United States’ overall position and progress over time and in comparison
to those of other industrialized nations.

Budget experts at the Congressional Budget Office (CBO) and GAO
continue to encourage reforms to the federal budget process to better
reflect the federal government’s commitments and signal emerging
problems. Among other things, we have recommended that the federal
government issue an annual report on major fiscal exposures. The
President’s fiscal year 2005 budget also proposes that future President’s
budgets report on any enacted legislation in the past year that worsens the
unfunded obligations of programs with long-term actuarial projections,
with CBO to make a similar report. Such reporting could be a good
starting point.

Although these are positive initial steps, much more must be done given
the magnitude of the federal government’s fiscal challenge. A top-to-

bottom review of government activities to ensure their relevance and fit
for the 21st century and their relative priority is long overdue. As I have

7.8, General Accounting Office, Social Security Reform: Analysis of Reform Models
Develaped by the President’s Commission to Strengthen Social Security, GAO-03-310
{Washington, D.C.: Jan. 15, 2003).
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spoken about in the past, the federal government needs a three-pronged
approach to (1) restructure existing entitlement programs, (2) reexamine
the base of discretionary and other spending, and (3) review and revise the
federal government's tax policy and enforcement programs. New
accounting and reporting approaches, budget control mechanisms, and
metrics are needed for considering and measuring the impact of spending
and tax policies and decisions over the long term.

Closing Comments

Our report on the U.S. government's consolidated financial statements for
fiscal years 2003 and 2002 highlights the need to continue addressing the
federal government’s serious financial management weaknesses. With the
significantly accelerated financial reporting time frame for fiscal year 2004
and beyond, it is essential that the federal government move away from
the extraordinary efforts many federal agencies continue to make to
prepare financial statements and toward giving prominence to
strengthening the federa! government’s financial systems, reporting, and
controls. This is the only way the federal government can meet the end
goal of making timely, accurate, and useful financial and performance
information routinely available to the Congress, other policymakers, and
the American public. The requirement for timely, accurate, and useful
financial and performance management information is greater than ever as
our nation faces major long-term fiscal challenges that will require tough
choices in setting priorities and linking resources to results.

The Congress and the President face the challenge of sorting out the many
claims on the federal budget without the budget enforcement mechanisrs
or fiscal benchmarks that guided the federal government through the
previous years of deficit reduction into the brief period of surplus. While a
number of steps will be necessary to address this challenge, truth and
transparency in federal government reporting are essential elements of
any attempt to address the nation’s long-term fiscal challenges. The fiscal
risks ! mentioned earlier can be managed only if they are properly
accounted for and publicly disclosed. A crucial first step will be to face
facts and identify the significant commitments facing the federal
government. If citizens and federal government officials come to
understand various fiscal exposures and their potential claims on future
budgets, they are more likely to insist on prudent policy choices today and
sensible levels of fiscal risk in the future, In addition, new budget control
mechanisms will be required, along with effective approaches to
suceessfully engage in a fund tal review, r and
reprioritization of the base of federal government programs and policies
that [ have recommended previously.
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Public officials will have more incentive to make difficult but necessary
choices if the public has the facts and comes to support serious and
sustained action to address the nation’s fiscal challenges. Without
meaningful public debate, however, real and lasting change is uniikely.
Clearly, the sooner action is taken, the easier it will be to turn things
around.

1believe a national education campaign and outreach effort is needed to
help the public understand the nature and magnitude of the long-term
financial challenge facing this nation. An informed electorate is essential
for a sound democracy. Members of Generation X and Y especially need to
become active in this discussion because they and their children will bear
the heaviest burden if policymakers fail to act in a timely and responsibie
ranner,

We at GAO are comunitted to doing our part, but others also need to step
up to the plate. By working together, I believe we can make a meaningful
difference for our nation, fellow citizens, and future generations of
Americans.

In closing Mr. Chairman, I want to reiterate the value of sustained
congressional interest in these issues, as demonstrated by this
subcommittee’s hearings and those the former Subcommittee on
Government Efficiency, Financial M. t, and Intergover
Relations held over the past several years to oversee financial
management reform. It will also be key that the appropriations, budget,
authorizing, and oversight committees hold agency top leadership
accountable for resolving these problems and that they support
improvement efforts.

Contacts

For further information regarding this testimony, please contact Jeffrey C.
Steinhoff, Managing Director, and Gary T. Engel, Director, Financial
Management and Assurance, at {202) 512-2600.
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Appendix I: Selected Major Federal
Departments and Agencies: Fiscal Year 2003
Audit Results, Principal Auditors, and
Number of Other Audit Contractors

I———

Number ot other
23 CFO Act agencies Audit results Principal auditor audit contractors
Agency for International Development Ungualified inspector General 1
Agriculture Unqualified Inspector General 3
Commerce Unqualified KPMG LLP 0
Defense Disclaimer Inspector General 1
Education Unqualified Ernst & Young LLP [+
Energy Unqualified KPMG LLP [
Environmental Protection Agency Unqualified - Inspector General [}
General Services Administration Unqualified PricewaterhouseCoapers LLP o
Health and Human Services Unquatified Inspector General 4
Housing and Urban Development Ungualifisd inspector General 1
Interior Unqualified KPMG LLP [}
Justice Ungualified PricewaterhouseCoopers LLP 2
Labor Unqualified R. Navarro & Associates, Inc. 2
National A tics and Space Administrati Disclai Pri copers LLP 2
National Science Foundation Unqualified KPMG LLP ]
Nuclear Regulatory Commission Ungqualified R. Navarro & Associates, Inc. [
Office of Personnet Management Unqualified KPMG LLP o
Small Business Administration Disclaimer Cotton & Company LLP [
Social Security Administration Ungqualitied PricewaterhouseCoopers LLP o
State Unqualified Leonard G. Birnbaum and Company, LLP 2
Transportation Unqualified Inspector General 2
Treasury Unqualified inspector General 3
Veterans Affairs Ungqualified Deloitte & Touchs LLP 0
Other msajor agency
Homeland Security Disclaimer KPMG LLP 0

Source: GAD.

“In addition, GAQ auditad the Internal Revenue Service’s financial statements and the Schedules of
Federat Debt Managed by the Bureau of the Public Debt.

*DHS began operations as an agsncy 5 months after the start of the fiscal year, on March 1, 2003.
Transfers of funds, assets, fHabilities, and obligations from 22 existing federal agencies to OHS began
on March 1, 2003. DHS's auditors issued a guatifisd opinion on the consolidated baiance shest and

statemertt of custodial activity as of 30, 2003, and disciajl on the I
of net cost, i of changes in net position, combined statemeant of
getary and i of financing for the 7 months ended September 30,
2003. .
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Appendix II: Primary Effects of the Material
Weaknesses Described in This Report

Primary Effects on the Fiscal Years 2003 and 2002 Consolidated Financial
and the of e ]

Areas ing Material

Property, plant, and equipment and
inventories and related property

Without asset i the federal g does not fully know the assets
it owns and their location and condition and cannot effectively (1) safeguard assets from
physical deterioration, theft, or loss, {2) account for acquisitions and disposals of such
assets, (3} ensure the assets are available for use when needed, (4) prevent unnecessary
storage and maintenance costs or purchase of assets already on hand, and (5} determine
the full costs of programs that use these assets.

Liabilities and commitments and
contingencies

Problems in accounting for fiabilittes affect the determination of the full cost of the federal
government's current operations and the extent of its liabilities. Also, improperly stated
environmental and disposal liabilities and weak internal control supporting the process for
their estimation affect the federal g 's ability to ities for cleanup
and disposal activities and 1o allow for appropriate consideration of future budgstary
resources needed to carry out these acﬂvmas in addmon when disclosures of

reliable inf ion is not

avaitable about the extent of the federa\ govemment's obligations.

Cost of g ions and cost ion affects the federal government's ability to control and reduce

dnsbursemem acﬂvﬂy costs, assess performance, evaluate programs, and set fees to recover costs where
required. could result in misstatements in the financiat
staternents and in cenain data provided by federal ies for i ion in the President's
budget conceming obligations and outlays

Accounting for and reconcitiation of Problems in tor and activity and bal impair

g activity and bal the g 's ability to account for bilions of dollars of transactions between

governmental entities.

Net outlays Untit the differences between the total net outlays reported in federal agencies' Statements

of Budgetary Fesources and the records used by the Department of the Treasury to
prepare the Statement of Changes in Cash Balance from Unified Budget and Other
Activities are reconcned the effect that these differences may have on the U.S.

ol 'S financial will be

Preparation of consolidated financial
statements

B the federal g nit did not have adeq systems, controls, and procedures
to prepare its financial the federal government's ability to ensure
that the financial i with the g audited
agency hnanaal statements, balancad and m ity with U.8. g ly pted

i was

impropet payments

Without a systematic measurement of the extent of improper payments, federal agency
g cannot {1} if improp p exist that require
corrective action, {2) mitigation strategies and the ppropriate amount of i to

reduce them, and {3} the success of efforts imp to reduce improper pay

Loans re
Habilities

and loan g

W inthe and pre for estimating credit program costs affect
the government's ability to support annual budget requests for these programs, make
tuture budgetary decisions, manage program costs; and measure the performance of
fending activities.

security

ink security over ions are placing
amounts of federal assets at risk of madvenem or defiberate misuse, financial information

at risk of unauthorized mc at risk of
inappropriate disclosure, and critical operations at risk of disruption.
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Primary Effects on the Fiscal Years 2003 and 2002 Consolidated Financial

Areas Involving Material V

and the A

Tax collection activities

Weaknesses in controls over tax coltection activities contmue to affect the federal
govemment’s ability to efficiently and etfectively account for and collect revenue.

in financial reporting affect the federal government's ability to
rnake informed decisions about collection efforts. As a result, the federal government is
vulnerable to foss of tax revenue and exposed to potentially billions of dollars in losses due
to inag tate refund di

Source: GAD,
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Appendix III: Material Deficiencies

The federal government did not maintain adequate systems or have
sufficient, reliable evidence to support information reported in the
consolidated financial statements of the U.S. government, as described
below. These material deficiencies contributed to our disclaimer of
opinion on the consolidated financial statements and also constitute
material weaknesses in internal control.

Property, Plant, and
Equipment and Inventories
and Related Property

The federal government could not satisfactorily determine that all PP&E
and inventories and related property were included in the consolidated
financial statements, verify that certain reported assets actually exist, or
substantiate the amounts at which they were valued. Most of the PP&E
and inventories and related property are the responsibility of DOD. Asin
past years, DOD did not maintain adeguate systems or have sufficient

. records to provide reliable information on these assets. Other agencies,

most notably the National Aeronautics and Space Administration, reported
continued weaknesses in internal control procedures and processes
related to PP&E.

Liabilities and
Commitments and
Contingencies

The federal govemment could not reasonably estimate or adequately
support amounts reported for certain liabilities. For example, DOD was
not able to estimate with assurance key components of its environmental
and disposal liabilities. In addition, DOD could not support a significant
amount of its estimated military postretirement health benefits liabilities
included in federal employee and veteran benefits payable. These
unsupported amounts related to the cost of direct health care provided by
DOD-managed military treatment facilities. Further, the federal
govermment could not determine whether commitments and
contingencies, including those related to treaties and other international
agreements entered into to further the U.S. government's interests, were
complete and properly reported.

Cost of Government
Operations and
Disbursement Activity

The previously discussed material deficiencies in reporting assets and
Liabilities, material deficiencies in financial statement preparation, as
discussed below, and the lack of adequate disbursement reconciliations at
certain federal agencies affect reported net costs. As a result, the federal
government was unable to support significant portions of the total net cost
of operations, most notably related to DOD.

With respect to disbursements, DOD and certain other federal agencies did
not adegq ly reconcile disbur t activity. For fiscal years 2003 and

Page 22 GAO-04-47TTF
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2002 there were unsupported adjustments to federal agencies’ records and
unreconciled disbursement activity, including unreconciled differences
between federal agencies’ and Treasury’s records of disbursements,
totaling billions of dollars, which could also affect the balance sheet.

Accounting for and
Reconciliation of
Intragovernmental Activity
and Balances

OMB and Treasury require the CFOs of 35 executive departments and
agencies, including the 23 CFO Act ies, to reconcile selected
intragovernmental activity and balances with their “trading partners™ and
to report to Treasury, the agency’s inspector general, and GAO on the
extent and results of intragovernmental activity and balances
reconciliation efforts. A substantial number of the agencies did not fully
perform the required reconciliations for fiscal years 2003 and 2002, citing
reasons such as (1) trading partners not providing needed data, (2)
limitations and incompatibility of agency and trading partner information
systems, and (3) lack of human resources. For both of these years,
amounts reported for federal agency trading partners for certain
intragovernmental accounts were significantly out of balance. Treasury’s
ability to eliminate certain intragovernmental activity and balances is
impaired by these federal agencies’ problems in handling their
intragovernmental transactions.

Net Outlays

OMB Bulletin 01-09, Form and Content of Agency Financial Statements,?
states that outlays in federal agencies’ Statements of Budgetary Resources
(SBR) should agree with the respective agency's net outlays reported in
the budget of the U.8. government. In addition, SFFAS No. 7, Accounting
for Revenue and Other Financing Sources and Concepts for Reconciling
Budgetary and Financial Accounting, requires explanation of any material
differences between the information required to be disciosed (including
net outlays) and the amounts described as “actual” in the budget of the
U.S. government.

We found material differences between the total net outlays reported in
selected federal agencies’ audited SBRs and the records used to prepare

"Trading partniers are U.S. g ies, d or other
included in the idated financial that do busi with each other.

*Office of Management and Budget Bulletin No. 01-09, Form and Content of Agency
i ial ‘Washi D.C.: Sept. 25, 2001). This buletin is OMB's official
guidance for the form and content of federal agencies’ financial statements.

Page 23 GAD-04477T



32

the Statement of Changes in Cash Balance from Unified Budget and Other
Activities (Statement of Changes in Cash Balance),” totaling about $140
billion and $186 billion for fiscal years 2003 and 2002, respectively.' Two
agencies (Treasury and the Department of Health and Human Services
(HHS)) accounted for about 83 percent and 75 percent of the differences
identified in fiscal years 2003 and 2002, respectively. We found that the
major cause of the differences for the two agencies was the treatment of
offsetting receipts.’ Some offseiting receipts for these two agencies had
not been included in the agencies’ SBRs, which would have reduced the
agencies’ net outlays and made the amounts more consistent with the
records used to prepare the Statement of Changes in Cash Balance.’ For
example, we found that HHS reported net outlays for fiscal year 2003 as
$596 billion on its audited SBR, while the records that Treasury uses to
prepare the Statement of Changes in Cash Balance showed $505 billion for
fiscal year 2003 for this agency. Until these differences between the total
net outlays reported in the federal agencies’ SBRs and the records used to
prepare the Statement of Changes in Cash Balance are reconciled, the
effect that these differences may have on the U.S. government's
consolidated financial statements will be unknown. OMB has stated that it
plans to work with the agencies to address this issue.

Preparation of
Consolidated Financial
Statements

The federal government did not have adequate systems, controls, and
procedures to ensure that the consolidated financial statements are
consistent with the underlying audited agency financial statements,

*OMB and U.S. generally accepted accounting principles (GAAP) require agencies to report
net outlays in the SBR. The Statement of Changes in Cash Balance also reports unified
budget outl, tual. Both are i ded to the same amount and be consistent
with the information presented in the budget of the U.S. government.

“In some agencies’ fiscal year 2003 financial statements, the comparable fiscal year 2002
amounts were restated. .

sOffsetting receipts are collections that are credited to general fund, special fund, or trust
fund receipt accounts and that offset gross cutlays at the agency or governmentwide Jevel.

*These two agencies did not adequately explain their fiscal year 2002 differences between

the net outlays reported on the SBR and the budget of the U.S. government in their notes to
the fiscal year 2003 financial statements.
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balanced, and in conformity with generally accepted accounting principles
(GAAP). During our fiscal year 2003 audit, we found the following:

The process for compiling the consolidated financial statements does not
directly link information from federal agencies’ audited financial
statements to amounts reported in the consolidated financial statements,
and therefore does not ensure that the information in the consolidated
financial statements is consistent with the underlying information in
federal agencies’ audited financial statements and other financial data.
Internal control weaknesses exist in Treasury’s process for preparing the
consolidated financial staterents, such as a lack of (1) segregation of
duties and (2) appropriate documematxon of cena.m policies and
procedures for preparing the consolid:

The net position reported in the consolidated financial statements is
derived by subtracting liabilities from assets, rather than through balanced
accounting entries. To make the fiscal years 2003 and 2002 consolidated
financial statements balance, Treasury recorded a net $24.5 billion and a
net $17.1 billion decrease, respectively, to net operating cost on the
Statements of Operations and Changes in Net Position, which it labeled
“Unreconciled Transactions Affecting the Change in Net Position.” An
additional net $11.3 billion and $12.5 billion of unreconciled transactions
were recorded in the Statements of Net Cost for fiscal years 2003 and 2002,
respectively. Treasury does not identify and quantify all components of
these unreconciled activities, nor does Treasury perform reconciliation
procedures, which would aid in understanding and controlling the net
position balance as well as eliminating the unreconciled transactions
associated with cornpiling the consolidated financial statements.
Significant differences in other intragovernmental accounts, primarily
related to appropriations, still remain unresolved. Intragovernmental
activity and balances are “dropped” or “offset” in the preparation of the _
consolidated financial statements rather than elimi d through bal d

"The same issues we identified in fiscal year 2003 existed in fiscal year 2002, and some have
existed for a number of years. In October 2003, we reported in greater detail on the issues
we 1denuﬁed in U S General Accountmg Office, Financial Audit: Process for Preparing
the Ct of the 1.8, Government Needs Im;

GAD-D4-45 (Washmgmn, D.C: Oct 80 2003) T!us repon chuded 44 recommendations to

address k related to 16
disclosure areas that are required by GAAP We d that the 16 di
are not included in the consohdated ﬁnancla.l statements either be included or that the
ionale for their be
SAlthough Treasury was unable to determine how much of the unreconciled transactions, if
any, relate to it reported asa of net
cost in the lid ial
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accounting entries. This contributes to the federal government’s inability
to determine the impact of these differences on amounts reported in the
consolidated financial statements.

The federal government did not have an adequate process to identify and
report items needed to reconcile the operating results, which for fiscal
year 2003 showed a net operating cost of $665 billion, to the budget
results, which for the same period showed a unified budget deficit of
$374.8 billion. '

The consolidated financial statements include certain financial
information for the executive, legislative, and judicial branches, to the
extent that federal agencies within those branches have provided Treasury
such information, However, there are undetermined amounts of assets,
liabilities, costs, and revenues that are not included, and the federal
government did not provide evidence or disclose in the consolidated
financial statements that such excluded financial information was
immaterial.

Treasury lacks an adequate process to ensure that the financial
statements, related notes, Stewardship Information, and Supplemental
Information are presented in conformity with GAAP. We found that certain
financial information required by GAAP was not disclosed in the
consolidated financial statements. Treasury did not provide us with
documentation of its rationale for excluding this information. As a result
of this and certain material deficiencies noted above, we were unable to
determine if the missing information was material to the consolidated
financial statements.

Other Material Weaknesses

In addition to the material deficiencies noted above, we found four other
material weaknesses in internal control as of September 30, 2003:

(1) several federal agencies continue to have deficiencies in the processes
and procedures used to estimate the costs of their lending programs and
value their related loans receivable; (2) most federal agencies have not
reported the magnitude of improper payments in their programs and
activities; (3) federal agencies have not yet fully institutionalized
comprehensive security t programs; and (4) material internal
control weaknesses and systems deficiencies continue to affect the federal
government’s ability to effectively manage its tax collection activities.

Page 26 GAO-04-47TT
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Loans Receivable and Loan
Guarantee Liabilities

Iraproper Payments

In general, federal agencies continue to make progress in reducing the
number of material weaknesses and reportable conditions® related to their
lending activities. However, significant deficiencies in the processes and
procedures used to estimate the costs of certain lending programs and
value the related loans receivable still remain. The most notable
deficiencies existed at the Small Business Administration (SBA), which,
while improved from last year, continues to have a material weakness
related to this area. For example, SBA did not adequately document its
estimation methodologies, lacked the management controls necessary to
ensure that appropriate estimates were prepared and reported based on
complete and accurate data, and could not fully support the
reasonableness of the costs of its lending programs and valuations of its
loan portfolio. SBA’s material weakness plus deficiencies at other federal
credit agencies relating to the processes and procedures for estimating
credit program costs continue to adversely affect the government's ability
to support annual budget requests for these programs, make future
budgetary decisions, manage program costs, and measure the performance
of lending activities.

Across the federal government, improper payments occur in a variety of
programs and activities, including those related to health care, contract
management, federal financial assistance, and tax refunds.” While
complete information on the magnitude of improper payments is not yet
available, based on available data, OMB has estimated that improper
payments exceed $35 billion annually. Many improper payments occur in
federal programs that are administered by entities other than the federal
government, such as states. Improper payments often result from a lack of
or an inadequate system of internal controls. Although the President’s
Management Agenda includes an initiative to reduce improper payments,
most federal agencies have not reported the magnitude of improper
payments in their programs and activities.

Reportable conditions are matters coming to our attention that, in our judgment, should be
communicated because they represent significant deficiencies in the design or operation of
internal control that could adversely affect the federal government's ability to meet the
internal control objectives relating to financial reporting and compliance with laws and
regulations.

g pTOp: include i errors, such as duplicate payments and
1 Hons, p: for pported or i ly supported claims, payments for
services not rendered, p: to ineligible heneficiaries, and ing from

fraud and abuse by program participants and/or federal employees.
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Information Security

The Improper Payments Information Act of 2002 provides for federal
agencies to estimate and report on their improper payments." It requires
federal agencies to (1) annually review programs and activities that they
administer to identify those that may be susceptible to significant
improper payments, (2) estimate improper payments in susceptible
programs and activities, and (3) provide reports to the Congress that
discuss the causes of improper payments identified and the status of
actions to reduce them. In accordance with the legislation, OMB issued
guidance for federal agencies’ use in implementing the act. Among other
things, the guidance requires federal agencies to report on their improper
payment-related activities in the Management Discussion and Analysis
section of their annual Performance and Accountability Reports (PAR).
While the act does not require such reporting by all federal agencies until
fiscal year 2004, OMB required 44 programs and 14 CFO Act agencies to
report improper payment information in their fiscal year 2003 PARs. Cur
preliminary review of the PARs found that 12 of the 14 agencies reported
improper payment amounts for 27 of the 44 programs identified in the
guidance. We also found that, for the programs where improper payments
were identified, the reports often contained information on the causes of
the payments but little information that addressed the other reporting
requirements cited in the legislation.

Although progress has been made, serious and widespread information
security weaknesses continue to place federal assets at risk of inadvertent
or deliberate misuse, financial information at risk of unauthorized
modification or destruction, sensitive information at risk of inappropriate
disclosure, and critical operations at risk of disruption. GAO has reported
information security as a high-risk area across government since February
1997. Such information security weaknesses could result in compromising
the reliability and availability of data that are recorded in or transmitted by
federal financial management systems. A primary reason for these
weaknesses is that federal agencies have not yet fully institutionalized
comprehensive security management programs, which are critical to
identifying information security weaknesses, resolving information
security problems, and managing information security risks on an ongoing
basis. The Congress has shown continuing interest in addressing these
risks, as evidenced by recent hearings on information security and

“pyb. L. No. 107-300, 116 Stat. 2350. The act’s reporting requirement applies only to an
agency program or activity with esti di P ding $10 million.
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Tax Collection Activities

(198280)

enactment of the Federal Information Security Management Act of 20022
and the Cyber Security Research and Development Act.” In addition, the
administration has taken important actions to improve information
security, such as integrating information security into the Executive
Branch Management Scorecard.*

Material internal control weak and sy deficiencies continue to
affect the federal government's ability to effectively manage its tax
collection activities." Due to errors and delays in recording activity in
taxpayer accounts, taxpayers were not always credited for payments made
on their taxes owed, which could result in undue taxpayer burden, In
addition, the federal government did not always follow up on potential
unreported or underreported taxes and did not always pursue collection
efforts against taxpayers owing taxes to the federal government.

“Title 11 of the E-Government Act of 2002, Pub. L. No. 107-347, 116 Stat. 2899,
“Pyb. L. No. 107-305, 116 Stat. 2367 (2002).

““The Executive Branch M; d highli fes’ in achieving
management and performance imp: ied in the Presi 's
Agenda,

"*11.5. General Accounting Office, Financial Audit: IRS's Fiscal Years 2008 and 2002
Financial Statements, GAO-04-126 (Washington, D.C.: Nov. 13, 2003),
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GAO’s Mission

The General Accounting Office, the audit, evaluation and investigative arm of
Congress, exists to support Congress in meeting its constitutional responsibilities
and to help improve the performance and accountability of the federal
government for the American people. GAO examines the use of public funds;
evaluates federal programs and policies; and provides analyses,

recc dations, and other assi to help Congress make informed
oversight, policy, and funding decisions. GAO's comraitment to good governument
is reflected in its core values of accountability, integrity, and reliability.
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Mr. PLATTS. Thank you, Mr. Walker. That was certainly a very
important final point there. It is looking at the big picture, as op-
posed to a more blinders-on approach.

Before we go to Ms. Springer, I would like to recognize our Vice
Chair, Mrs. Blackburn from Tennessee. I appreciate your zipping
over here as well.

Ms. Springer, if you would like to proceed?

STATEMENT OF LINDA M. SPRINGER, CONTROLLER, OFFICE
OF FEDERAL FINANCIAL MANAGEMENT, OFFICE OF MAN-
AGEMENT AND BUDGET

Ms. SPRINGER. Thank you, Mr. Chairman. As well, I would like
to have my entire written testimony entered into the record. I will
just highlight some accomplishments and progress and an outlook
that we have with respect to that progress.

We are pleased to report to you that much has been accom-
plished in the area of financial management and financial report-
ing during this fiscal year. The very fact that we are here on this
day in March, a full month earlier than last year, indicates that
financial reporting deadlines are being accelerated. More specifi-
cally for fiscal year 2003, a record 18 of 24 major agencies and de-
partments completed not only their audited financial statements,
but their combined performance and accountability report by the
end of December. That compares to only two agencies in fiscal year
2002. So we went from 2 up to 18. Of those agencies, eight acceler-
ated the submission of their performance and accountability re-
ports to mid-November 2003, a year ahead of the 2004 require-
ment. All of those eight received unqualified audit opinions.

Of the 23 CFO Act agencies, as was reported just previously, 20
received an unqualified opinion on their financial statements.
Agencies for the first time completed quarterly financial state-
ments. Up until 2003, there was 1 year where there was a mid-
year requirement for financial reporting. Prior to that, it was strict-
ly annual. So last year was the first time that there was ever quar-
terly financial reporting.

The Department of Homeland Security created 5 months into the
fiscal year, elected to forego its first year waiver for preparing au-
dited financial statements, but instead not only prepared those
statements, but also went through the rigor in the process of the
audit to get the insights and to provide the opportunity to get a
good, strong audited balance sheet to start off fiscal year 2004.
They did in fact get a qualified opinion on the balance sheet, which
again sets them up well for going into fiscal year 2004.

USAID received an unqualified opinion on its audited financial
statements for the first time ever in its history, and also met the
mid-November reporting date, 1 year ahead of schedule.

The Department of Defense’s Medicare-eligible retiree health
care fund financial statements received a qualified opinion in their
first year, and the National Reconnaissance Office received an un-
qualified opinion on its statements. It is important to be aware of
the fact that the Department of Defense has more than one finan-
cial statement. While it is consolidated, into one, but it is made up
of 22 component financial statements.
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The Small Business Administration developed their significantly
revised credit models for five of its programs during the course of
the year. Again, that is a positioning remediation-type effort that
positions them for going into fiscal year 2004.

The total number of material weaknesses reported by auditors
was reduced by 13 percent for fiscal year 2003, and the total num-
ber of FFMIA material weaknesses was reduced by over 40 percent.

New financial management systems, which are often critical to
the production of quality financial information, went into effect in
many agencies. Four agencies put systems on line after the close
of the year, but before the end of the calendar year. So there is a
lot of activity on that front as well.

So what is the outlook? My outlook for improving not only timeli-
ness, but quality of financial statements and financial reporting to
the American citizen is very positive at this stage. Many challenges
remain, but others that appeared similarly insurmountable just a
few short years ago, like accelerating reporting from 5 months after
the end of the fiscal year to 45 days after the end of the fiscal year,
are now being achieved. So it is our view that we should be very
positive and we believe that these other challenges can be ad-
dressed and can be met, and in fact are.

It is often said that such achievements can only be accomplished
by heroic efforts. Hard work is always a factor, but these results
are a tribute to detailed planning, effective management and excel-
lent execution. I want to repeat, those achievements are the result
of good planning, management and execution. That is not heroism.
That is just doing our jobs. In my mind, heroism is what is going
on overseas in Iraq and Afghanistan. Good financial management,
good financial reporting is our job.

Now, acceleration targets are critical and they will be achieved
by all agencies. This year, in fiscal year 2004, the agencies will all
hit that November 15, 2004 date. That is our goal. We are meeting
with each agency to make sure that happens, that they have plans,
that they have specificity, that there is a name to each step of that
plan. Throughout the course of this hearing I hope to share some
other observations about keys to success that we have learned from
the CFO Council from the eight agencies that made the goal in
2003.

Beyond acceleration, what we are really after as a main goal is
the incorporation of timely and accurate financial information into
management decisionmaking and operational assessment. That is a
first-class financial management organization. Progress toward this
goal was made during fiscal year 2003, as shown by the addition
of two agencies to the green status level of the President’s manage-
ment agenda. Those two agencies are the Social Security Adminis-
tration and the Environmental Protection Agency. They join the
NSF, National Science Foundation, in that group of green. Subse-
quent to the end of the fiscal year, the Department of Education
also fulfilled the criteria for achieving green status. So at this
point, we now have four agencies.

In my office, the Office of Federal Financial Management within
the Office of Management and Budget, we look forward to continu-
ing our execution of our duties and leading the agencies to achieve
higher and higher standards of financial management. That is our
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job, and we do not consider that heroism either. That is our job and
we are working very diligently with the agencies and we look for-

ward to reporting back to this committee through the year on the
full spectrum of financial issues.

Thank you, Mr. Chairman.
[The prepared statement of Ms. Springer follows:]
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Testimony of
The Honorable Linda M. Springer
Controller, Office of Federal Financial Management
Office of Management and Budget
Before the
Subcommittee on Government Efficiency and Financial Management
Comumittee on Government Reform
United States House of Representatives

March 3, 2004

Financial Report of the United States Government for Fiscal Year 2003

Thank you, Mr. Chairman and Members of the Subcommittee.

I am happy to provide our commentary and response to the auditor’s report on the
Financial Report of the United States Government (the Financial Report) for fiscal year 2003.
I also will share with you the significant progress made by Federal agencies during the past
year that underlies the Financial Report and positions us for the future.

Auditor’s Opinion and Material Weaknesses

The General Accounting Office (GAO) issued a disclaimer of opinion on the 2003
Financial Report. In making this determination, GAQ continued to identify three main
impediments to rendering an opinion: financial management problems at the Department of
Defense (DoD), deficiencies in accounting for intragovernmental transactions, and ineffective
processes for preparing the consolidated financial statements. The Office of Management and
Budget (OMB) concurs with these observations. Efforts are underway to address these issues
as noted in the auditor’s report.

Getting an opinion, qualified initially, on the government-wide financial statements
remains our goal. OMB is working closely with the Department of the Treasury (Treasury) to
create a closer link between audited agency financial statements and the government-wide
statements reflected in the Financial Report. Beginning with fiscal year 2004, a new process
will be implemented to better align the agency statements with the government-wide report.

Weaknesses at DoD are being addressed. Progress is being made, but it is important
to recognize that long-standing issues in a department having over 300 sub-entities are not
easily remediated. In many cases, elimination of DoD material weaknesses is dependent upon
the new financial management systems implementation. OMB meets periodically with both
the DoD Chief Financial Officer (CFO) and its Inspector General (IG) to review plans for
each area of concern and to monitor progress.
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The inability to balance significant amounts of intragovernmental transactions is being
addressed on several fronts by OMB and Treasury. Process enhancements such as more
frequent reporting and reconciliation, and new tools like the Intragovernmental Reporting and
Analysis System (IRAS), will support our efforts to eliminate reporting errors. Also, the
Intragovernmental Transaction Portal (IGTP) is scheduled to be implemented in fiscal 2004
to help standardize the transaction processing for certain intragovernmental exchange
transactions.

GAO’s report comments on timeliness issues at the agency level that impacted its
audit scope. It should be understood that this was the direct result of variations in the degree
to which agencies were able to accelerate from the official 2003 fiscal year reporting date of
January 30,2004. Moving forward from this transitional year, we will return to the single
Performance and Accountability Report (PAR) due date of November 15™.

Internal Control

The internal control environment of any entity is an area of focus for management as
well as its auditor. The agencies of the Federal Government are no exception. There are
several existing laws that govern the agencies in assessing and representing the quality of
their internal control. Agency heads are required to provide reasonable assurance of
compliance with the Federal Manager’s Financial Integrity Act (FMFIA) with respect to both
management control and financial management systems. Agency heads are also required to
certify that their systems satisfy specified requirements under the Federal Financial
Management Improvement Act (FFMIA). The Federal Information Security Management
Act (FISMA) provides for government-wide management and oversight of information
security risks and agency information security programs. As such, FISMA requirements
provide an additional standard for financial systems control.

Not all Federal agencies are able to provide these statements of assurance; however all
continue to make progress in eliminating barriers to compliance. Because financial systems
are a major part of the universe to which these statutes apply, it is entirely possible that
positive assurance from the collective group of agencies will emerge over a period of years
due to the time required for new system design, development and implementation.

Both OMB and the Chief Financial Officers (CFO) Council are keenly aware of the
internal control challenges and related new assurance requirements that have been reported in
the private sector. We are actively engaged with the Inspector General community in
reviewing these requirements and their potential applicability to Federal Government
agencies.

Erroneous Payments

Eliminating erroneous payments within the Federal Government has been, and
continues to be, a major focus of the President’s Management Agenda (PMA). When the
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Improper Payments Information Act of 2002 (IPTA or the Act) was passed, we
enthusiastically endorsed the efforts in Congress to create a review process that would
identify and eliminate erroneous payments throughout all major Federal programs and
activities. The Office of Federal Financial Management issued guidance implementing the
Act in May of 2003 and subsequently met with the Offices of the CFO and the IG at each
major agency to ensure that plans to meet the requirements of the IPIA were being developed.
We directed all agencies to submit by November 30, 2003, their plan for complying with the
Act. Further, we are now in the process of meeting with each agency CFO office to ensure
that progress is being made according to its plan. Agency reports will be included in the 2004
PARs as required by the guidance.

Federal Accounting Standards

During the 2003 fiscal year, the Federal Accounting Standards Advisory Board
(FASAB) issued Statement of Federal Financial Accounting Standard (SFFAS) No. 25,
Reclassification of Stewardship Responsibilities and Eliminating the Current Services
Assessment. Among the provisions of this standard is the requirement that the Statement of
Social Insurance, which is currently reported in the stewardship section of the Financial
Report, become a basic financial statement with full audit scrutiny. This Statement provides
estimates for important components of the Social Security and Medicare programs and is
accompanied by an expansive discussion of underlying assumptions and sensitivity analyses.
This requirement of the standard is scheduled to be effective for fiscal 2005 and will enhance
the significance and the prominence of what is one of the most extensively presented
components of the current Financial Report.

Effective with the 2003 Financial Report, DoD is required to report the value of its
national defense property, plant and equipment on the balance sheet under SFFAS No. 23,
Eliminating the Category National Defense Property, Plant and Equipmeni. Process and
system refinements that will provide the basis for this valuation in the future will decrease
reliance on surrogate estimates.

Agency Accomplishments and Progress

Clearly challenges remain, but I can report to you that much has been accomplished in
the area of financial reporting during the past fiscal year. The very fact that we are here on
this day in March — a month earlier than last year - indicates that financial reporting deadlines
are being accelerated. For fiscal 2003,

» arecord 18 of the 24 (75%) major agencies and departments completed their PARs by
the end of December, compared to only two agencies in fiscal year 2002,

« ofthese agencies, eight accelerated the submission of their PARs to mid-November of
2003, a year ahead of the 2004 requirement, all with unqualified audit opinions;
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20 of the 23 CFO Act agencies received an unqualified opinion on their financial
statements;

agencies completed quarterly financial statements for the first time ever;

the Department of Homeland Security (DHS), created five months into the fiscal year,
elected to forgo its first-year waiver and prepare audited financial statements for the
first time; ’

DHS received a qualified opinion on its Balance Sheet and Custodial Activity
Statement;

the United States Agency for International Development (USAID) received an
unqualified opinion on all of its audited financial statements for the first time in its
history and met the mid-November reporting date;

DoD’s Medicare-Eligible Retiree Health Care Fund financial statements received a
qualified opinion in its first year and the National Reconnaissance Office received an

unqualified opinion on its statements;

the Small Business Administration {(SBA) developed or significantly revised credit
models for five of its programs during the course of the year;

the total number of material weaknesses reported by auditors was reduced by 13% in
2003;

the total number of FMFIA material weaknesses was reduced by 41% in 2003; -

new financial management systems went live in many agencies, including four
between the close of the fiscal year and the end of December.,

Outlook for the Future

Our outlook for improving the quality and timeliness of financial reporting to the

American citizen is positive. Many challenges remain, but others that appeared similarly
insurmountable just a few years ago are being solved. Who would have thought that the )
Administration’s goal of shortening the time for agencies to prepare audited financial
statements from five months to 45 days after the end of the year would be attained by a third
of the major agencies a vear in advance of the deadline?

1t is often said that such achievements can only be accomplished by heroic efforts.

Hard work is always a factor, but these results are a tribute to detailed planning, effective
management and excellent execution.
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While the acceleration targets are critical and they will be achieved by all agencies,
they are not our ultimate objective. The discipline and improved control needed to accelerate
financial reports are only the foundation for ensuring the availability of useful financial
information. The incorporation of timely and accurate financial information into management
decision-making and operational assessment continues to be our main goal. Progress toward
this goal was made during fiscal year 2003, as shown by the addition of two agencies, the
Social Security Administration and the Environmental Protection Agency, that achieved green
status under the PMA Improved Financial Performance initiative. They were joined by the
Department of Education in the first quarter of fiscal 2004.

We look forward to continued execution of our role in leading the Federal financial
management community and reporting additional progress across the financial management

spectrum to you in the months ahead.

Thank you for listening. I am happy to entertain your questions.
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Mr. PrATTS. Thank you, Ms. Springer. I appreciate your testi-
mony.

I would like to recognize our ranking member, Mr. Towns from
New York who has joined us, as well as Mrs. Maloney from New
York. Thank you for joining us. Did you have a statement you want
to submit for the record?

Mr. Towns. I ask that my opening statement be submitted for
the record.

Mr. PraTTS. OK.

[The prepared statement of Hon. Edolphus Towns follows:]
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Congressman Ed Towns
Subcommittee on Government Efficiency
and Financial Management
Consolidated Financial Statements of the Federal
Government
March 3, 2004

Thank you Mr. Chairman for holding this hearing on
the Consolidated Financial Statement of the Federal
Government for 2003. Mr. Chairman, while I am pleased to
see that the agency community is continuing to make
progress in meeting their imposed deadlines for annual
auditing requirements, I remain concerned that our
continued progress towards an unqualified opinion for the
entire federal government has been hampered by only a few.
For FY 2003, the GAO was able to give 20 out of 23 agencies
a clean audit opinion, which is the same as last year’s

outcome when factoring in FEMA’s move to DHS. While we

continue to make progress with most members of the agency
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community, efforts to ensure that the entire federal
government receives a clean audit must continue if we are to
identify and improve upon the inadequacies of those
remaining deficient.

Despite all of our collective efforts, the object of a clean
government-wide audit continues to elude us. It also
remains clear that the financial management problems at
DOD remain pervasive and ingrained in nearly all facets of
their business operations, and the results of GAO’s work for
FY 2003 does little to assure me that recent efforts to
improve their outcomes have been beneficial. While I realize
that DOD remains pressed in their managerial functions due
to increased commitments abroad, we must continue in our
efforts to improve the managerial structure and financial

management of DOD. In a time of scarce federal resources,
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the efficient operation of all federal agencies is a necessary
priority.

As in previous years, the Comptroller noted continued
weaknesses in financial systems throughout the executive
branch, imbalances in intergovernmental transactions, and
excessive amounts of improper payments. Only long-term
focus on systemic financial management reform will enable
the agency community to develop adequate and appropriate
financial information systems.

1 look forward to hearing from our witnesses about the
ways in which our government can become more effective
and efficient in the areas of financial management and

accountability.
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Mr. PLATTS. Mr. Hammond.

STATEMENT OF DONALD V. HAMMOND, FISCAL ASSISTANT
SECRETARY, DEPARTMENT OF THE TREASURY

Mr. HAMMOND. Thank you, Mr. Chairman. Mr. Chairman, mem-
bers of the subcommittee, I am glad to be here today to present and
discuss the financial report of the U.S. Government for fiscal year
2003.

The Treasury Department gratefully appreciates your continued
focus on improving the Federal Government’s financial manage-
ment and reporting, further highlighting the importance of this im-
portant area.

My written statement presents the government’s financial re-
ports for the year, relates some of the significant highlights in the
report, and discusses financial reporting issues and the progress we
have made in addressing them. I would ask that my written state-
ment be included in the record.

Mr. PLATTS. Without objection.

Mr. HAMMOND. In my time available today, I will highlight some
key items in our quest to make the report fully effective in meeting
its objectives. The Treasury Department has a longstanding com-
mitment to report accurate and useful financial information. Start-
ing with the first Treasury Secretary, Alexander Hamilton, Treas-
ury has fulfilled its core responsibility to report on the Nation’s fi-
nances. Through the financial report, our intent is to provide the
Congress and the public with a reliable, understandable and useful
report on the cost of the government’s operations, the sources used
to fund its operations, and the implications of its financial commit-
ments.

I am pleased that we were able to submit this year’s financial re-
port a month earlier than last year. Showing the commitment to
accelerated reporting this year, three-quarters of the major agen-
cies completed their audited financial statements by the end of De-
cember, and eight agencies issued their statements by mid-Novem-
ber, a year ahead of schedule. When this accelerated reporting
timeframe is accomplished by all agencies, it will set the stage for
even more timely preparation of this consolidated report so that its
information is available to support the budget deliberation process.

Because of the GAAP accounting standards under which the re-
port is prepared, this accrual-based information helps to assess the
long-term impact of policy decisions and enhances the traditional
receipts and outlays information in the budget. The 2003 financial
results show an accrual-based net operating cost of $665 billion,
compared to the budget deficit of $375 billion. The main reasons for
this difference are the recognition of the actuarial liabilities for ci-
vilian and military employee benefits and veterans compensation,
as well as the accounting treatment for capitalized assets.

The report goes beyond simple reporting of accounting results,
though, and displays the full effects of all significant liabilities,
stewardship responsibilities, and other commitments. Examples of
stewardship responsibilities are social insurance programs such as
Social Security and Medicare. While these are not liabilities on the
balance sheet, they are nonetheless commitments that the govern-
ment will be obligated to pay in the future.
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Since the first audited governmentwide report was issued for fis-
cal year 1997, we have worked continuously to improve the accu-
racy, reliability and timeliness of this important report. We have
made considerable progress, but still need to resolve some impor-
tant reporting issues. As noted, the General Accounting Office
again issued a disclaimer of opinion on the 2003 report. Making the
needed improvements will require a concerted effort by all govern-
ment agencies and auditors, along with continued strong leadership
from Treasury and OMB.

There are three major areas of governmentwide focus. Treasury
needs to directly link agencies’ audited financial statements with
the agency data we collect. Agencies are not consistently or prop-
erly reconciling their financial activities with the other agencies.
And unreconciled or unexplained transactions that affect the
change in the position must be resolved.

The Financial Management Service, the operational arm of
Treasury responsible for these important accounting responsibil-
ities, is making real progress in addressing them. First, to address
the need to directly link agencies’ audited financial statements
with the data agencies provide to Treasury, FMS is implementing
a new automated process. The governmentwide financial reporting
system will go active in 2004 and will be a system used for the first
time to compile the report directly from agency audited financial
information.

Second, we have been focusing on the problem of
intragovernmental activity and a solution, frankly, is in sight.
FMS’s intragovernmental reporting and analysis system has been
instrumental in classifying the interagency activity and balances
by reciprocal category. Treasury and OMB recently required agen-
cies to report and reconcile this activity quarterly. These more fre-
quent reconciliations and adjustments should help to eliminate the
interagency differences.

Related to the intragovernmental problem are the unreconciled
or unexplained transactions. We believe this problem has its roots
in the unreconciled intragovernmental balances. When that prob-
lem is understood, it may also suggest a solution for this problem.

I would like to just mention a couple of other improvements un-
derway because I think they are in fact significant. First, we have
accelerated the reporting of budget information so that now the
monthly Treasury statement is issued on the ninth workday of
each month. Later this year, we will accelerate to the seventh
workday. The significance of this acceleration I think reflects the
commitment of all agencies, because they feed the information
which supports the release of that report. So what that means is
agencies today are now submitting their information within 3 days
of the end of each month on all their budget execution.

We also have the governmentwide accounting modernization
project. I have mentioned it in years past. We are starting to see
some real results from that program. When it is fully available, we
think that it will totally revolutionize the way budgetary account-
ing is done at the Federal level.

While I am pleased with the progress we have been making at
both the agency level and the consolidated level, I know that much
work remains. Some real challenges ahead are to resolve the prob-
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lems with intragovernmental transactions, issue our 2004 reports
much earlier and to provide information that is useful and supports
decisionmaking.

Even as we achieve more timely reporting, it is important to ob-
tain the full value of financial reporting by having reports that are
useful. That is our goal. We will not be done until we have accom-
plished that objective, which is useful financial reporting for the
public and the citizens.

I want to thank you for your patience. I would be happy to an-
swer any questions that you may have.

[The prepared statement of Mr. Hammond follows:]
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Statement of Donald V. Haromond
U.S. Department of the Treasury Fiscal Assistant Secretary
before the
House Government Reform Subcommittee on Government Efficiency
and Financial Management
March 3, 2004

Financial Report of the United States Government for Fiscal Year 2003

Mr. Chairman and Members of the Subcommittee,

I am glad to be here today to present and discuss the Financial Report of the United States
Government for fiscal year 2003. The Treasury Department greatly appreciates your continued
focus on improving the Federal Government’s financial management and reporting. Your
atiention to these issues highlights their importance. Today I will present the government’s
financial results for the year, relate some of the significant highlights in the report, and discuss
some financial reporting issues and the progress we have made in addressing them. While the
annual Financial Report is an important document that adds to the information available to the
public, we need to address some significant challenges to make it fully effective in meeting its

objective.

TREASURY FINANCIAL REPORTING

The Treasury Department has a long-standing commitment to report accurate and useful
financial information on the operations of the United States government. Starting with our first
Treasury Secretary, Alexander Hamilton, Treasury has fulfilled its core responsibility to report
on the nation’s finances. Through the consolidated financial statements in the report, our intent
is to provide the Congress and the public with a reliable, understandable and useful report on the
cost of the government’s operations, the sources used to fund its operations, and the implications
of its financial commitiments. In pursuit of this objective, we will continue to commit significant

resources in a cooperative effort with all agencies.
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As you know, the Government Management Reform Act of 1994 requires the Secretary of
the Treasury, in coordination with the Director of the Office of Management and Budget, to
prepare and submit to the President and the Congress the preceding fiscal year’s audited financial
statements, not later than March 31. I'm pleased that we were able to submit this year’s Financial
Report to the Congress a month earlier than last year. This is another indication that the

government is making progress in accelerating its reporting.

This year, three-fourths of the major agencies had completed audited financial statements
by the end of December. Eight agencies had issued their statements by mid-November, a year
ahead of the accelerated deadline that goes into effect in 2004. When this accelerated reporting
timeframe is accomplished by all agencies, it will set the stage for even more timely preparation
of this consolidated report so that its information is available to support the budget deliberation

process.
IMPORTANCE OF THE REPORT

Because the financial statements, subject to audit, have been prepared in accordance with
generally accepted accounting principles (GAAP), they provide a standardized reporting
framework that ensures consistency and provides for comparability and ease of understanding.
Under the accrual method, transactions are recorded when a liability occurs, or when the events
giving rise to the transactions occur, whereas under a cash basis of accounting, transactions are
recorded when cash is received or paid. Because of the standards under which the report is
prepared, this accrual-based information helps to assess the long-term impact of policy decisions

and enhances the traditional receipts and outlays information in the Budget.

The Financial Report covers all accounts of the Executive Branch. Additionally, the
report contains almost all information from the Legislative Branch and budget information from
the Judicial Branch. In order to fully and properly reflect information from the Legislative and
Judicial Branches, we would need to receive their audited financial statements and
accompanying information. Appendix A shows a list of significant Executive Branch entities

contained in the report, including, for this year, the new Department of Homeland Security.
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REPORT HIGHLIGHTS

Some highlights of the report I want to mention are the government’s net operating cost,

its total financial responsibilities, and the federal debt subject to limit.

The 2003 financial results show an accrual-based net operating cost of $665 billion,
compared to the budget deficit of $375 billion. The main reasons for the difference are the
actuarial liabilities for civilian and military employee benefits and veterans’ compensation and
benefits. The report provides a statement that fully reconciles the difference. Another major
difference in the report is the accounting treatment of capitalized fixed assets, including

depreciation, in the Department of Defense and other civilian agencies.

The report goes beyond simple reporting of accounting results and displays the full
effects of all significant liabilities, stewardship responsibilities and other commitments. The
2003 balance sheet shows assets of $1.4 trillion and liabilities of $8.5 trillion. These liabilities
are accurately reported using current accounting standards, but they do not include some of the
government’s other major financial responsibilities, which the accounting standards do not treat
as Habilities. Examples are social insurance programs such as Social Security and Medicare.
While these are not liabilities on the balance sheet, they are nonetheless commitments that the
government will be obligated to pay in the future. Taken together, current liabilities and the net
present value of our additional responsibilities (over a 75-year period) are estimated at $36.1

trillion.

Financing the government’s cash requirements while remaining within the debt limit is an
ongoing challenge for us. In 2003, debt held by, or owed to, the public was $3.9 trillion and was
the government’s largest liability. Debt held by government accounts, was $2.8 trillion and,
while it is also subject to the debt limit, it is not shown as a liability because this debt is an
internal transaction between two government accounts. The combination of these two reflects

the total federal debt subject to limit, a total of $6.8 trillion.
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The Congress has traditionally exercised control over the size of the debt by establishing
a statutory limit on the amount of Treasury securities that can be outstanding. When the debt
limit is reached, the Secretary of the Treasury can employ a number of statutory tools to remain
within the cap for a short period of time. He was required to do this in 2003. On May 27, 2003,
legislation was enacted that increased the debt limit to $7.4 trillion. Based on current

projections, these actions will be required again in 2004,
REPORTING ISSUES

Since the first audited government-wide report was issued for fiscal year 1997, we have
worked continuously to improve the accuracy, reliability and timeliness of this important report.

We have made considerable progress, but still need to resolve some important reporting issues.

The General Accounting Office issued a disclaimer of opinion on the 2003 report. GAO
cited material weaknesses in internal controls in Treasury’s report preparation processes and in
some agency financial statements. We have been working to eliminate these problems; however,
making these improvements will require a concerted effort by all government agencies and

auditors, along with continued strong leadership from Treasury and OMB.

There are three major areas of focus which I will list first, and then discuss the

improvements underway to address them.

o Treasury needs to directly link agencies’ audited financial statements with the

agency data that we collect through our centralized systems to prepare this report.

» Agencies are not consistently or properly reconciling their financial activities with
other agencies. Some of these intragovernmental accounts are significantly out of
balance. In 2003, the net amount that did not match was about $163 billion and
the unexplained amount was about $65 billion. A table in Appendix B details the

out-of-balance condition.
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e Unreconciled or unexplained transactions affect the change in net position. In
2003, these unreconciled or unexplained transactions amounted to a $24.5 billion

increase in net position.

IMPROVEMENTS UNDERWAY

To resolve the material weaknesses mentioned above and improve financial management,
we have a number of initiatives underway. The Financial Management Service (FMS), the
operational arm of Treasury for these important accounting responsibilities, is making real
progress. While some of these initiatives are in the developmental phase, in others, FMS has

already had success.

First, to address the need to directly link agencies’ audited financial statements with the
data agencies provide to Treasury for the government-wide consolidated statements, FMS is
implementing a new process called the Government-wide Financial Report System (GFRS). This
process will help ensure that agency financial statements contain the same information that
agencies input for the government-wide consolidated statements and will ensure that that these
data are linked. Five agencies have pilot-tested this new, internet-based system. The test
agencies entered their own audited financial statements, and then reclassified those amounts in
the standard format used to prepare the government-wide consolidated statements. In June 2004,
the system will be tested government-wide as agency personnel trained in GFRS start entering
their fiscal 2003 actual data. Then in November, after their statements are issued, agencies will
report their fiscal 2004 data using the new process. GFRS will provide a clear audit trail that
will facilitate the audit of the Financial Report and demonstrate that it is consistent with the

underlying information in agencies’ audited financial statements.

Second, we have been focusing on the problem of intragovernmental activity and
balances and are devoting much attention to help agencies fully reconcile these imbalances.
FMS has added a useful new tool to help agencies record and properly identify intragovern-
mental transactions. The Intragovernmental Reporting and Analysis System (IRAS) has been

instrumental in classifying inter-agency activity and balances by reciprocal category. This
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system will help to identify differences, provide information for agencies to correct reporting
errors, and reconcile material differences between agency “trading partners.” As we continue to
expand its use, JRAS will serve as: a centerpiece in the repository of intragovernmental
transactions at the reporting level, a database solution for tracking quarterly accounting errors
and timing differences, and a systematic documentation of the different accounting methods used
by the various agencies. Treasury and OMB recently required agencies to report and reconcile
intragovernmental activity quarterly instead of just at the end of the year. These more frequent

reconciliations and adjustments should help to eliminate the inter-agency differences.

Related to this intragovernmental problem are the unreconciled or unexplained
transactions that affect the change in net position. We believe this problem has its roots in the
unreconciled intragovernmental balances, and we are therefore focusing our efforts on that area
first. When that problem is resolved, it may also suggest a solution for this problem. We need

to eliminate the intragovernmental problems first, so that we can see what other issues remain.

In addition to the progress we are making to resolve issues raised by our auditors, we
have also enhanced our reporting, and the reliability and timeliness of our data, and made other

improvements in the government’s financial management.

A significant reporting improvement this year was the incorporation of a new accounting
standard promulgated by the Federal Accounting Standards Advisory Board. This standard
requires recording on the balance sheet the value of national defense property, plant and
equipment (e.g,, ships, aircraft, combat vehicles, weapons). To begin applying this standard
immediately, in 2003 the Department of Defense (DoD) based the value of its military
equipment on data provided by the Bureau of Economic Analysis. DoD is now revising its
accounting processes and systems so that in the future, the basis for these valuations will come
from DoD systems. The estimated total acquisition cost of equipment was $1.2 trillion. The

value of this equipment net of depreciation was $316.6 billion.

We have also made improvements in the reliability and timeliness of data. There have

been measurable improvements in the government’s financial data quality since the first
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government-wide audit was conducted for the fiscal 1997 Financial Report. At that time, only
eight of the 24 major agencies had received clean opinions on their financial statements. This
year, 27 of 31 major agencies that completed 2003 financial statements received clean opinions.
A clean opinion helps assure the public that the government is providing reliable data and

properly accounting for its money.

A major timeliness initiative implemented over the course of the fiscal year has resulted
in earlier agency data input and an earlier release of the Monthly Treasury Statement of Receipts
and Outlays of the United States Government (MTS). Each month, the MTS displays official
budget results, including data on the budget deficit or surplus. Agencies are now submitting
their monthly financial data to Treasury within three workdays of the end of the month,
compared with five to seven days a year ago. This accelerated reporting has enabled Treasury to
provide agency expenditure balances and other financial information which agencies need to
prepare their financial statements much earlier than in the past. Several years ago, the MTS was
released on the 17" workday after the end of the month; at the start of 2003, it was released on
the 14™ workday and now is being released on the 9" workday. Our goal is to accelerate the
release of the MTS to the 7" workday. By providing timely information, we can better inform

the decision-making process.

Another Treasury initiative that will improve financial management in future years is the
Government-wide Accounting Modernization Project (GWA). GWA will provide agencies with
better tools for reporting their financial information and monitoring its status. Currently, agencies
do not see their account balances until the 10” or 11" workday after the end of the month.
Treasury is now rolling out an account statement module that allows agencies to view their
account balances on a near real-time basis. Also, the project has been expanded to web-enable
agencies” monthly reporting of disbursement and collection data. GWA, when fully operational,
will provide more timely financial information to agencies and will also eliminate duplicative

reporting and costly, manually-intensive reconciliations.
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CHALLENGES AHEAD

While I am very pleased with the progress we have been making at both the agency level
and the consolidated level, I know that much work remains. Some real challenges ahead are to
resolve the problems in recording intergovernmental transactions, to issue our 2004 reports much

earlier, and to provide information that is useful and supports decision making.

As I mentioned earlier, a real and continning challenge is to improve the accuracy of the
financial information that agencies supply to Treasury, particularly in recording and accounting
for their transactions with other agencies and transfers between agencies. Correcting this
problem requires agencies understanding the process and applying consistency and attention to
detail in recording information at the points where the transactions take place. This is basic to

accurate and consistent financial reporting.

There is no single, centralized systems solution to solving the intragovernmental
elimination problem. Rather, improving the data quality and reconciling with trading partners
must be an agency management priority. Adhering to the standard business rules issued by
OMB in October 2002 for processing intragovernmental transactions is a necessity. In addition,
agencies must conduct the required quarterly reconciliations with their trading partners so that
there is less work to do at year-end when the financial statements are prepared. Moving forward,
Treasury plans to initiate a process through which agencies will confirm their intragovernmental

balances with their trading partners on an annual basis.

The CFO community has accepted the challenge of further improving the timeliness of
financial reporting. To this end, departments and agencies are scheduled to submit their 2004
financial reports by November 15 (45 days after the end of the fiscal year), and Treasury is
scheduled to issue next year’s Financial Report on December 15. Achieving these timelines will
require significant improvements in business processes, information accuracy, and the use of
estimation techniques to develop financial data. The successful acceleration of the financial
statement deadline will also require the auditors to be actively involved throughout the year,

working with the agencies to understand their estimation techniques, review quarterly



62

intragovernmental balances and reconciliations, and audit third-quarter financial information. 1
look forward to meeting this due date, but { recognize the difficulties involved. We are dealing
with improvements that still need to be made in our central reporting processes and working with

agencies whose financial reporting is not yet where it needs to be to meet this date.

A third challenge, even as we achieve more timely reporting, is to obtain the full vatue of
financial reporting by having reports that are useful. Producing accurate, reliable, and on-time
financial reports that comply with statutory and administrative requirements has largely been
accomplished. These basic elements are necessary, but not sufficient to achieve the full value of
financial reporting. Usefulness is the final element of good financial reporting. Does financial
reporting assist agency heads and managers in making decisions? Does it provide important
performance information? Here lies the greatest challenge and potentially the greatest benefit

from financial reporting.

In conclusion, we have come a long way in the past year, our upcoming challenges are
significant but manageable, and I am confident that 2004 will be a year of real progress. Thank
you, Mr. Chairman. This concludes my formal remarks and 1 would be happy to respond to

questions.

Appendix A: List of 35 significant entities

Appendix B: Report on intragovernmental out-of-balance condition
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APPENDIX A
Significant Executive Branch Entities in FY 2003 Financial Report

Cabinet Departments
Agriculture
Commerce
Defense
Education
Energy
Health and Human Services
Homeland Sécurity
Housing and Urban Development
Interior
Justice
Labor
State
Transportation
Treasury
Veterans Affairs

Other major agencies (CFO Act)
Agency for International Development
Environmental Protection Agency
General Services Administraion
National Aeronautics and Space Administration
National Science Foundation
Nuclear Regulatory Commission
Office of Personnel Management
Small Business Administration
Social Security Administration

Other entities
Export-Import Bank
Farm Credit Insurance Fund
Federal Communications Commission
Federal Deposit Insurance Corporation
National Creidt Union Administration
Pension Benefit Guaranty Corporation
Railroad Retirement Board
Securities and Exchange Commission
Smithsonian Institution
Tennessee Valley Authority
US Postal Service
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Report on Fiscal Year 2003 Intragovernmental Activity/Balances
United States Governmentwide Aggregate by Reciprocal Category

Cat. Description

FIDUCIARY ACTIVITY/BALANCES
01 Investments in Federal Securities/Federal Debt
02 Interest Receivable/Payable
03 Bxchange Interest Revenue/Expense
04 1/ Non-Exchange Interest Revenue/Expense
17 Loans Receivable/Payable
21 Employee Benefits Contributions Receivable/Payable
26 Employee Benefits Contributions Revenue/Expense
Total Fiduciary Activity/Balances

NON-FIDUCIARY ACTIVITY/BALANCES
Federal Transfers
18 Financing Sources without Reimbursement Transferred In/Out
19 2/ Appropriations Transferred In/Out
27 Federal Transfers Receivable/Payable
28 Unexpended Appropriation Transferred In/Out
Total Federal Transfers
Buy and Sell Related
22 Buy and Sell Related Accounts Receivable/Payable
23 Buy and Sell Related Advances To/From
24 Buy and Sell Related Revenue/Expense
Total Buy and Sell Related

Total Non-Fiduciary Activity/Balances

TOTAL FIDUCIARY & NON-FIDUCIARY ACTIVITY/BALANCES

3/ Non-Reciprocal Category Activity/Balances

TOTAL GOVERNMENTWIDE ACTIVITY/BALANCES

*FY 2003 negative out-of-bal dition for Fiduciary activity
reflects trading partner reporting exceeded Central Fiduciary Agency

total.
1/ Non-Exchange Interest Revenue was bined with Exct

APPENDIX B

g COMPARATIVE
l Aggregate Out-of-Balance Condition (In Millions)

Net Increase/

£

FY 2003 FY 2002 (Decronse)
$399 $1,067 ($668)
217 169 (386)
(8,000) 2,761 (10,761)
(584) [ (584)
(10,553) 12,358 (22,911)
456 9% 360
1,465 1,084 381
($17,034) $17,535 (334,569)
$11,362 $8,605 $2,757
49,973 0 49,973
5,584 4,990 594
19231 113,793 (94,562)
$86,150 $127,388 ($41,238)
§17,144 $11,970 $5,174
13,740 10,013 3,727
47,798 30,952 16,846
$78,682 $52,935 $25,747
$164,832 $180,323 ($15,491)
$147,798 $197,858 ($50,060)
$15,050 $35,879 (320,829)
$162,848 $233,737 (370,889)

inFY 2002.

2/ Appropriations transferred In/Out was combined with reciprocal category 18 n FY 2002.

1

3 governmental activit

reported in this category is related to contra accounts,

2/23/04
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Mr. PrAaTTS. Thank you, Mr. Hammond. I appreciate your testi-
mony, and also all three of you and your staffs in working with the
subcommittee staff in not just preparing for this hearing, but week-
in and week-out as we try to work as partners with each of you
and your agencies, and the expertise that you bring in both guiding
the agencies week-in and week-out through OMB in preparation of
the reports, and then the auditing of the reports by GAO.

There are a lot of areas that you touched on in your written testi-
mony and your opening. I have debated where to start. I think I
am going to start, Mr. Walker, with when you talked about the
three largest impediments. The first one up is DOD. Given the size
of that impediment, I think we will start there.

Can you expand on your opening comments? What are the good
signs? What should we be pleased about regarding where DOD is
today versus a year ago, as they were trying to get their arms
around all their systems and bring it together? And then also, what
is the biggest concern that we should keep in mind?

Mr. WALKER. Mr. Chairman, I believe that current leadership at
the Department of Defense fully recognizes that they have a seri-
ous problem here. They are taking it seriously. There is a commit-
ment from Secretary of Defense Rumsfeld and also the Deputy Sec-
retary, the Controller and others are committed to try to address
this. The Congress has provided additional funding to help modern-
ize financial management systems.

At the same point in time, while our Department of Defense is
No. 1 in the world in fighting and winning armed conflicts, so it
is the gold standard on that basis, they are a D, and that is graded
on a curve, in economy, efficiency, transparency and accountability.
Candidly, for decades financial management has never been a pri-
ority. They have never been held accountable by the Congress or
anybody else for not making it a priority. That is changing, but the
fact of the matter is it has taken them decades to get where they
are. It is going to take them a number of years to get to where they
need to be.

My personal opinion is that, among other things, in addition to
the continued top management commitment and congressional
oversight and support, the Department of Defense faces a fun-
damental business transformation challenge that is going to re-
quire at some point in time the considered attention of a top-level
professional who is focused solely on the business transformation
process at the Department of Defense from a strategic and inte-
grated perspective.

We have recommended before that consideration be given to cre-
ating a chief management officer, a level two-type person, who
would have a term appointment, 5 to 7 years, and a performance
contract, and whose job it would be to focus not just on financial
management, but information technology, human capital trans-
formation and various other areas on a sustained, and integrated
basis. I have my doubts as to whether or not the DOD will ulti-
mately be successful without taking this step.

Furthermore, I believe that the Department of Defense also
needs to take control of the tremendous amount of money that Con-
gress appropriates to it each year, they need to have more central-
ized control over the allocation of those resources with regard to ex-
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isting systems and new systems development, and also to further
accelerate the progress that they have made, in connection with de-
veloping an enterprise architecture. But I think that they need to
recognize that if they are going to pass the money down to the dif-
ferent services and the different operating units, once you pass the
money down you lose a lot of control.

So they need to think about differentiating between war-fighting
systems and management information systems, including financial
management systems, and maintain more centralized control over
them, more control over what type of systems are allowed to go for-
ward, and which ones should be terminated in order to ultimately
get them to where they need to be.

Mr. PLATTS. Mr. Walker, to followup, you mentioned actually one
of the issues I was going to raise, which is the architecture enter-
prise, and trying to put that in place. To do so, they need to first
know what they have and what systems are out there and how to
bring them in line, and then to make sure as they go forward that
everything is matching up. My understanding is they still do not
have an accurate assessment of what financial management sys-
tems, how many and exactly what they are yet kind of tabulated.

And then in the 2003 defense authorization bill, we said that
they were not to approve any new ones that were more than $1
million without ensuring through the CFO that it would line up
with the direction they are going for their business transformation.
I understand that is not occurring either. Both of those raise fur-
ther concerns that we are talking about the right things, but we
are not really seeing the action. Does that tell me that we are still
wasting good money on bad ideas? I think last year the one pro-
gram we had spent $100 million on to realize it was not going to
work. Are we still doing that at DOD?

Mr. WALKER. My understanding, Mr. Chairman, is that at last
count there were roughly 2,400 systems at the Department of De-
fense, but they were still counting. My understanding Mr. Chair-
man, is that a number of the $1 million-plus systems have been ap-
proved by the Controller, but not all of the systems. As you know,
enterprise architecture is a framework. We are not going to have
one system for the Department of Defense, but it does provide spec-
ifications that we need to assure that all the systems comply with
in order to have interoperability and in order to be able to achieve
the broader objectives.

Again, top management is committed, but it comes back to a
point that I made before. They need to have more control over the
resources. If they do not have more control over the resources, by
the time you find out you have a problem, it may be too late.

Mr. PLATTS. The contract is already let and the money is spent.

Mr. WALKER. The money is already spent.

Mr. PLATTS. I want to yield to our ranking member, but a quick
followup is, we talked about this being so critical to getting a clean
consolidated report in the fiscal year 2007. Is that realistic regard-
ing DOD in any sense, that we could get them in line by then?

Mr. WALKER. I think they are committed to make best efforts to
hit that date. I think it is unrealistic to expect that they will do
it before that date. Obviously, we are going to try to do everything
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that we can, but at the same point in time, ultimately it is manage-
ment’s responsibility to do what they have to do.

Mr. PrATTS. OK. Thank you.

Mr. Towns.

Mr. TowNs. Thank you very much, Mr. Chairman.

Let me begin with you, Mr. Hammond. What level of success
have you had in recovering improper payments referred to you for
collection?

Mr. HAMMOND. From a Treasury perspective, improper payments
to us look very similar to any other form of delinquent debt. So
what that means is that it will have been referred to us for collec-
tion after certain agency actions. So I would not have any specific
information that would be able to differentiate, for example, an im-
proper payment from another type of debt collection activity.

We have had very good success collecting delinquent debts rel-
ative to the age that they have been submitted to us.

Mr. Towns. Looking at it across the board, then, is there any-
thing more that we need to do here in the Congress to make it pos-
sible for you to be able to carry out your function?

Mr. HAMMOND. I think with regard to the debt collection compo-
nent of that, which would certainly be after an agency had ex-
hausted its efforts to recover a payment, and then had forwarded
it to us for ultimate collection, I believe we are in pretty good shape
with regard to the tools that we have. Obviously, what makes that
work effectively is prompt agency referral of debts. The older a debt
gets, the more difficult it is to collect, obviously.

Mr. Towns. Right.

Mr. WALKER. May I respond to Mr. Towns’ comment on that?
First, I think one of the things that should possibly be considered
and the administration may want to take a look at this is, whether
and to what extent they might need additional authorization from
the Congress in order to engage in additional data matching activi-
ties. For example, to match people or entities who are getting Fed-
eral contracts and are delinquent taxpayers or other types of activi-
ties. There might be some barriers there that they might want to
consider pursuing. That is one area off the top of my head that
might make sense to pursue possibly further.

Ms. SPRINGER. There are several things that we have proposed
from a legislative standpoint that would be of assistance. For ex-
ample, access to new-hires data bases would be one example, and
access to other data bases that help an agency that does not have
access to that today to be able to validate individuals or the accu-
racy of payments to the universe of people that are subject to a pro-
gram.

So yes, there are, I think, three different things and we could get
those for you that from a legislative standpoint would be helpful
tools for us to get.

Mr. Towns. Right.

Mr. WALKER. Mr. Towns, one more thing, if I might real quick.
The other issue that we have testified on before in the past is there
is a prompt payment act, where if the Federal Government does
not pay in a timely manner, they have to pay penalties and inter-
est. On the other hand, if the Federal Government overpays a con-
tractor, a contractor is not required to notify the Federal Govern-
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ment of that and in fact they do not have to pay any interest or
penalty. So that is an area I think that there could be some oppor-
tunities.

Obviously, to the extent that we are looking at this data-match-
ing issue as well, one of the issues that has to be considered is the
privacy issues, too. There has to be a balancing of interest there,
butdit is something where additional progress could, and should be
made.

Ms. SPRINGER. Yes, part of that often will come into play with
the use of contractors. For example, what access would you give to
a contractor to certain data bases. So it is incumbent on us to craft
that access in a way that protects privacy, but it can be done and
I think that there are several areas where we could do that.

Mr. Towns. Mr. Hammond, can you think of anything that we
need to do on this end to be helpful?

Mr. HAMMOND. In particular with regard to debt collection?

Mr. TOwNS. Yes.

Mr. HAMMOND. Taking in its broader focus.

Mr. TowNs. You want to go to broader focus. I will even enter-
tain that. [Laughter.]

Mr. HAMMOND. Yes, because I think a debt from our standpoint,
and I know it sounds oversimplified, but a debt from our stand-
point is a debt. What caused the resulting debt is really an agency
issue, whether it had to do with loan administration or contract ad-
ministration. As Linda mentioned, there are some legislative pro-
posals in the President’s budget which would on the margin in-
crease the effectiveness of debt collection. But the program is
frankly reaching a point of maturity, which is very encouraging.
We have been very, very happy with the results that we have been
getting to date.

The data-matching will continue to be one of the balancing acts
that is important with regard to debt collection, in particular as we
look at tax-related debts, because the tradeoffs between 6103,
which is the IRS tax code provision having to do with privacy of
tax information, and the access to taxpayer information with re-
gard to debt collection is a very, very difficult balancing act. I know
it is one that my colleagues at the IRS struggle with every day.

Mr. Towns. Alright. Ms. Springer, can you tell us what is being
done by both OMB and the agencies to ensure the sustainability of
unqualified audit opinions?

Ms. SPRINGER. There are several things that we do. First off,
every year we start off the fiscal year by meeting with the CFO
and the IG of every agency, every major agency, CFO Act agency
and Department of Homeland Security. We review the status of
material weaknesses. We review the challenges that are impedi-
ments to getting a clean audit in the case of the few agencies that
did not get that. We review the areas that were challenges for the
agencies that did get unqualified opinions. We set a plan for the
entire fiscal year that will make sure that those areas are a part
of a very specified detailed working plan with names next to the
tasks, so that by the end of that fiscal year those issues are being
addressed. We make sure that there is engagement between the
Office of the IG and the Office of the CFO throughout the year, so
that there are no surprises at the end of the year, so that every
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agency is working very much hand-in-glove between those two of-
fices.

It is our job to make sure that if there are impediments, for ex-
ample systems issues, that they are being addressed as well. One
of the other things we do is work through the CFO Council, which
is a group of all the major CFO Act agency CFOs. We just recently,
for example, performed a survey of the CFOs, those who were able
to get unqualified opinions and accelerate the reporting and those
who were not, to ask them to list what the challenges were, what
the barriers were, what the keys to success were. At some point
during this hearing, I would like to share those with you.

And then we provide those best practices across the board to all
of the CFOs and we will do the same presentation to the PCIE so
that the IGs have that same benefit. But we find that a lot of the
things that are challenges can be dealt with if they are identified
and they are assigned to responsible individuals and there is ac-
countability throughout the year, as opposed to waiting until the
very end when the contract auditor comes in to perform their re-
view. It is OMB’s job to make sure that activity is occurring
through the year.

Mr. TownNs. Thank you very much. My time has expired.

Mr. PLATTS. Thank you, Mr. Towns.

Before I go to Mrs. Blackburn, a quick followup, Mr. Hammond,
on the question from Mr. Towns regarding your debt collection of
improper payments. Would there be a benefit, as we are trying to
get our arms around the improper payments issue, what type they
are, how much, what is the size of the improper payment dollar
amount, to complete the loop by delineating those that are identi-
fied as improper payments, and your success. It seems like there
might be some benefit to understanding the payments and how
easily or not easily we can go after them after they have been iden-
tified.

Mr. HAMMOND. I think understanding improper payments and
their nature, because they are a very diverse group of payment
types, is very useful. Whether that would need to be drilled down
to the level of those referred for ultimate Treasury debt collection
or not, I think is still an open question. The agencies are now real-
ly doing comprehensive reporting and identification of those pay-
ments at their end. Oftentimes, that is really the best source of col-
lecting or correcting the improper payment.

Mr. PrATTS. The example would be if you get five different types
of improper payments referred to you for collection because they
were wrongful payments. If we track your success and that you
have great success in the first type in the sense of the cost/benefit
that you know you will go after those in the sense that the tax-
payer is awaiting a quick return on the effort, whether there is any
thought to that.

Mr. HAMMOND. I think there is some merit in looking at that. I
think the thing to understand about those types of erroneous or im-
proper payments are that when the government has a continuing
relationship with the entity or the individual who received the pay-
ment, there is a much easier or a much higher prospect of ultimate
correction or collection of the problem.
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When you get into the world, for example, of vendor payments
where the relationships may not be ongoing or may be more spo-
radic, then you get into a very different type of collection when you
are trying to collect it.

Mr. PraTTS. I agree that it is not in place of the agency-by-agen-
cy identification and understanding of what type of improper pay-
ments are being made, but it may complement that information.

Ms. Springer, did you want to add something?

Ms. SPRINGER. Yes, I was just going to comment that the Im-
proper Payment Information Act requirements are right now being
put into place at each of the individual agencies, so it dovetails
with the debt collection activity at the Department of Treasury. So
all agencies have submitted their plans. We gave them until the
end of November of last year. They have done that, and all five
steps under the act are being addressed. Again, it is our directive
to the agency that those plans have dates for each of those five
steps and we have those right now.

So many agencies have started. They have done their
inventorying of their programs. We are making sure that those in-
ventories total all the expected outlays of the 2004 budget. And
then from that point, their initial risk assessment, going on to sta-
tistical sampling where that is required, and then the remediation
plan, and then developing the baseline and the opportunity year by
year for actual savings.

So agencies are at different points. They all have plans, but they
are in various stages along the way of that assessment. Obviously,
the agencies that have already done their Section 57 from the pre-
vious OMB guidance have a head start on that. But every dollar
of Federal outlays will be inventoried at the very beginning and
then we will move through the process.

Mr. PLATTS. And given the conservative sum being that $35 bil-
lion or so——

Ms. SPRINGER. For the first trillion.

Mr. PLATTS [continuing]. Right, it is certainly a worthy effort in
what we need to do to protect the taxpayer’s hard-earned dollars.
If it is possible to have those plans as they are being finalized and
completed shared with the subcommittee so we can see how the de-
partments are approaching this challenge pursuant to the law, that
would be very helpful.

Ms. SPRINGER. We would be glad to share that with you.

Mr. PLATTS. Thank you.

Mrs. Blackburn, I apologize. It was not a quick followup.

Mrs. BLACKBURN. That 1s quite all right.

Mr. PLATTS. I recognize the Vice Chair.

Mrs. BLACKBURN. Thank you, sir. I think that we are all inter-
ested in hearing what you all have to say. We always appreciate
your coming over here and giving us information. We just hope
that we honor your time by coming up with good legislation and
follow-through and oversight. So as always, we thank you.

Mr. Walker, I can tell you, the comments that you had made
some months ago about the over 2,300 accounting systems in DOD
and trying to find a way to pull those into one enterprise architec-
ture, that is something that I have thought about time and time
again. Recently, I talked to a company that does the data conver-
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sion. We were doing a GSA program. I said, my goodness, I think
we might have some folks that would be interested in talking about
what you all do and the talent you have that knows how to convert
this data and bring it all in-house.

We continue to look forward to DOD being able to have a way
to manage both their management systems and their war systems,
and pull that into one architecture, and then have the security, the
information security that is necessary to support that. I think the
security is one of the things that does concern me and I would like
for you to speak to the impact, what impact do the weaknesses
have on the Federal operations and safeguarding the Federal as-
sets, and on the progress that we are making toward being able to
pull that architecture together.

Mr. WALKER. First as we have noted before, we do have concerns
about material control weaknesses dealing with information secu-
rity in various agencies of government. With regard to the Depart-
ment of Defense, there is no question that they are taking this
matter very seriously. It is getting top-level and sustained atten-
tion. At the same point in time, it is going to take years of con-
certed effort in order to effectively address a challenge that has
arisen over a number of decades.

I come back, though, to a comment that I made before. That is,
if you do not get control of the people and if you do not get control
over the money, the degree of difficulty in getting the job done is
increased exponentially. I still continue to believe that the Depart-
ment of Defense needs to differentiate between war-fighting sys-
tems, which ought to be delegated and have more flexibility on a
decentralized basis; and management information systems, which
are more than just financial management. They have to under-
stand what they have versus what they need, and they have to
have very tight control over any new dollars involved in developing
new systems on the management information system side, and
much more centralized control over that area.

The concern that I have is that they are still finding out what
they have and the other thing is is that when the money is passed
down, you lose visibility and control. Let’s keep in mind, our De-
partment of Defense is arguably the largest single entity on Earth,
including the private sector. It is a huge, complex, and important
enterprise.

So I am continuing to try to work with Secretary of Defense
Rumsfeld and Comptroller Zackheim and others to try to help
make progress here. They are making some progress, but it is a
massive undertaking.

Mrs. BLACKBURN. Last year when you spoke, there really was not
a timeline. DOD did not have a timeline for completion of this. Are
they far enough along that they can formulate a timeline at this
point?

Mr. WALKER. They have a timeline for a date that they hope to
have some type of opinion on their financial statements, and that
is for fiscal year 2007. With regard to the enterprise architecture
which is an important contributor to that, they have their initial
enterprise architecture design, but they expect to end up having at
least a couple of additional refinements to that design this fiscal
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year. I am not aware that they have an estimated completion date.
In fact, I do not believe they have one at this point in time.

Mrs. BLACKBURN. OK.

Ms. SPRINGER. They do have a plan that is supposed to come out
in April of this year that will look ahead and establish some of
those dates.

Mrs. BLACKBURN. Great. That is great.

Ms. Springer, looking at the internal audits and people complet-
ing things, moving ahead, being ahead with their financial state-
ments a year in advance, what is being done to prevent agencies
from just simply coming along and putting a lot of human capital
and energy behind getting on a schedule? Are they setting up a
schedule and a structure in their offices that would sustain this re-
porting year-in-year-out and keeping it on schedule?

Ms. SPRINGER. The better agencies are putting in place cultural
changes that will sustain their ability to get these accelerated au-
dits in the future. I can share with you some of the things that
they are telling us that they are doing. I think you will get a good
flavor for it.

They are enhancing their reconciliation processes. They have ear-
lier and more frequent coordination with the OIG and with their
contract auditors. They are improving the data submission process
and data control quality reviews. They have earlier coordination
with external organizations. For example, we have agencies that
get information from States or from grantees and things like that.
They are accelerating dates when they get that information.

They have automated a number of things including automated
footnotes. The footnotes comprise over one-third of this financial re-
port, about 40 pages worth. The footnotes in the past were never
prepared until year-end. They are now preparing those footnotes at
earlier quarters. So for example, the third quarter footnotes are
prepared. They have three-quarters of the year done. They can
hand that to their auditor and that becomes the way of operating
in the future, and you get a head start on things.

So a lot of it is just better planning, and common sense in a lot
of cases. That does not require extra people. It just requires operat-
ing in a different way. They have improved the use of estimates.
There are many cases where in the past they would chase down the
last penny and wait until everything was closed down to the last
date. For example, you would have an agency that would say: we
can give you until September 30th, the last day of the fiscal year,
to get in your request for using funds for some purpose. Well, if you
close that a few days ahead of time, that gives you a head start
on being able to get things done.

One thing that we found is that a number of agencies were tak-
ing weeks and weeks to get sign-off from their agency head on the
audit report and their assurance statement. All the work would
have been done, and even last year one agency took over a month
from when the PAR was done, the performance and accountability
report was done, until they got the sign-off from the agency head.
Well, that is how much time they have this year coming up to do
everything from the end of the year until the report is due.
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So a lot of it is just operating more efficiently and effectively,
using some tools, and just flat-out common sense. It is not all re-
sources.

Mrs. BLACKBURN. Thank you.

Thank you, Mr. Chairman.

Mr. PLATTS. Thank you, Mrs. Blackburn.

Mrs. Maloney.

Mrs. MALONEY. Thank you very much.

I would like to ask the Director of GAO, and I truly appreciate
the fact that we have a nonpartisan independent body that as-
sesses what is happening and give us nonpartisan unbiased view-
points. I think you do a fantastic job. All the reports from your of-
fice I try to study because I feel they are accurate and the way gov-
ernment should be.

I would like to ask you, how do we get a better control of what
is actually happening to the budget of the United States of Amer-
ica? Very briefly, in 1977 my city, New York City, went bankrupt.
The mayor had a set of books, the controller had a set of books,
the city council had a set of books. There were three different re-
ports. The press had their set of books. No one knew what was
happening. We went bankrupt and out of that process, in fact it
was my bill, a simple bill that you have one set of books, one set
of books. The mayor can have his guy in there; the controller can
have his in; they have to agree on what the numbers are and they
project where we are.

Since that has gone into place, we do not have confusion over
where we are. We know what our deficit is and we know what our
projected liabilities are going to be.

Right now, it is very confusing. OMB has their projection. Treas-
ury has theirs. Somebody else uses dynamic scoring; another per-
son does not. We have the Office of Economic Advisers coming out
2 weeks, and their report is that the deficit will be cut in half in
5 years and we will generate 2.5 million jobs in 1 year. Then you
have other people saying that what they are saying is not accurate.
All of this is happening.

What has happened is that Greenspan, the head of the Fed,
whose job is monetary policy, his job is not to project the numbers
of the country, really. He has become the de facto spokesperson on
what the actual numbers are. He came out and said this country
does have a challenge with Social Security and Medicare in years
2013 to 2030.

My question is, we should not have to rely on a Mr. Greenspan
in the Federal Reserve position when it is not even his job to
project the economic health of this country. I do not mean this in
a partisan way. One of my good friends on the other side of the
aisle, he came up to me and he told me he was going to put in a
bill to abolish Mankiw’s job and him because his numbers were so
crazy.

I would not even go that far. This was one of my Republican
friends who said they were going to do that. I do not know if they
are going to do that. It may be just gossip or he did not like the
report or whatever. I do not know. In any event, I think that in
a nonpartisan way, both sides of the aisle would like a proper pro-
jection of where we are going, what the deficit is going to be, the
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Social Security, the Medicare. And then you read that some agen-
cies look at payroll numbers; others look at the numbers from the
census for unemployment projections. Everybody is using a sepa-
rate set of books on how they are projecting what is happening.

I think there can be honest policy debates, really, between how
you advance a country economically and monetary policy, but there
should not be a debate on what the numbers are. The numbers
should be factual. They should be reliable. They should be the best
numbers that everybody can come up with. And it should be clear,
this is with dynamic scoring; this is without it; this is the unem-
ployment numbers which the experts in our country believe is the
best way to predict it. But right now, I tell you, I read the financial
papers and I literally get a headache because everybody says some-
thing different.

My question to the nonpartisan independent GAO body is, how
can we come up with a system that just gives us accurate numbers
from which we then can begin the debate?

Mr. WALKER. First, Mrs. Maloney, let me say that I want to send
you a copy of the speech that I gave the National Press Club on
September 17 of last year that addresses much of this issue and
some of the work that we are doing in this regard. Let me just give
you an example. If you take the financial statements of the U.S.
Government, they are based largely on an accrual basis, based
upon generally accepted accounting principles. There are different
numbers you can get out of the financial statements.

On the budget side, the unified budget deficit, which unified
budget deficit was about $375 billion. You can get an operating
budget deficit, which is without the Social Security and Medicare
surpluses, which is much higher. That is on the budget side. On
the financial statements and an accrual basis side, you get $665
billion. On the budget basis, you have the unified which is about
$375 billion and the operating deficit which is much higher. If you
look at the financials, you can also find numbers for the difference
between promised benefits on Social Security and Medicare is the
supplemental schedules. However, some numbers don’t appear such
as any liability for future veterans health benefits provided by the
Department of Veterans Affairs.

The bottom line is this. GAO is the supreme audit institution in
the United States. GAO is nonpartisan, professional, and objective.
I consider myself the chief accountability officer and we are doing
more and more work to try to bring truth and transparency to
what the real numbers are, because everybody is entitled to their
opinion, but there only should be one set of facts.

Now, importantly, projections and simulations require assump-
tions. There are no right assumptions. There are differences of
opinion on, for example, what is GDP growth going to be; what is
inflation going to be; what is immigration going to be; what is the
cost of health care increases going to be. But I do believe that part
of the answer is to provide more consistency, more transparency,
more disclosure with regard to key assumptions. We are absolutely
committed to playing an increased role in that regard.

Mrs. MALONEY. May I do a followup question?

Mr. WALKER. Sure.
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Mrs. MALONEY. Personally, I do not think that GAO should be
the people that should have to come up with the accurate numbers.
A lot of times, you do these studies on where we should be going
and this that and the other. We should figure out within the insti-
tutions of government what the game rules are for unemployment
and deficit and this that and the other. Certainly, assumptions are
a whole different category. Who really knows? But we should have
factual numbers. We are not even getting factual numbers. Some-
times Treasury and OMB, they are separate; they are different.

So the question is, I do not think that GAO should have to be
the keeper of the actual numbers. How do we make the institutions
that are sitting there, work? Obviously in New York City, we basi-
cally told the controller and the mayor, who had the main respon-
sibility, that their offices had to get together and enter into one
computer the one number that was the real number of what we are
spending and what we are doing. Since we did that, it has actually
worked. Why can’t we do that in the Federal Government?

Mr. WALKER. Let me clarify what I mean. Management, meaning
the executive branch, has the responsibility and accountability with
regard to financial management and reporting. So they should have
the primary responsibility to make sure that we have consistent
and reliable numbers there.

Mrs. MALONEY. So you are talking about OMB? So it should
come from OMB?

Mr. WALKER. I am talking about the agencies, the CFOs are re-
sponsible.

Mrs. MALONEY. No, no. There has to be one central place it
comes from. Where should it come from?

Mr. WALKER. In the final analysis, OMB has to look at this on
a consolidated basis, along with Treasury, for the President. If you
take, for example, last year’s audited financial statements, there
was a $24.5 billion plug, the difference between what the individ-
ual agencies said the numbers were and what the consolidated
numbers were.

So I think with regard to financial management, it is the respon-
sibility of the executive branch. I would respectfully suggest, how-
ever, that we need to have more transparency over commitments
that are not in the financial statements. At GAO, we have sug-
gested that OMB should have to prepare an annual report to the
Congress that we could look at and comment on with regard to
these commitments and contingencies.

Furthermore, I would suggest that part of the problem is the
Congress’ budget process. It is a 10-year cash-flow based system.
As a result, especially given the way that CBO is required by law
to do its estimates, can provide a misleading picture as to what the
future really is. So I think reforms are necessary in several dimen-
sions and I think responsibility is shared by a variety of parties.

Mr. HAMMOND. If I could just speak to one part of your question.
I think that the financial report that we are looking at today and
talking about today goes a long measure toward bringing about
looking at what has happened and reporting on the past, and
bringing that form of uniform, consistent, comparable

Mrs. MALONEY. And which financial report are you talking
about?
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Mr. HAMMOND. The financial report of the U.S. Government.

Mrs. MALONEY. The financial report of the U.S. Government
should be

Mr. HAMMOND. Which is prepared by Treasury in coordination
with OMB and then audited by GAO.

Mrs. MALONEY. Then the CBO is always different, right?

Mr. HAMMOND. Well, the difference is, accounting deals with re-
porting that which has taken place, either as it is to be measured
into the future because it exists, or what took place during the
prior period. I think the report once it is perfected will go a long
way toward solving the first part of your quandary, which is giving
everyone one source for all the information dealing with what has
happened in the past.

As for projections, I think the Comptroller General has an excel-
lent point. Assumptions drive projections, and it is totally appro-
priate for different entities to use different assumptions at different
times in forecasting. I think as you look into the future, it is a
much more challenging task, but the beauty of that is the future
is something that you get to adapt and deal with.

Ms. SPRINGER. Let me add one other thing to round out the pan-
el’s comments at least. If you look in this report, one of the values
of this report is that there are probably about 20 pages on one of
the largest commitments going forward, which is Social Security
and Medicare. The information has been made available in this re-
port, even though it is not part of GAAP, generally accepted ac-
counting principles, today. But because of its importance, it is in
here in this one source, the same information that you would find
in the trustee’s report of Medicare and Social Security. That report
comes out every March, but we have it included in here because
of the value of having that in this one place.

Now, one thing that we have all worked on, all of the organiza-
tions here participate in the FASAB organization, which is the gov-
ernment equivalent of FASB in many respects. This past year,
Statement of Accounting Standard 25 came out which requires that
in the future that those assumptions and that statement of the so-
cial insurance, which gets at this large piece, will be subject to
audit scrutiny and actually a significant part will move up into the
front of the report to be alongside of the balance sheet and the cost
statement and other statements that are there today.

So we recognize the importance of this. I would direct you to
page 60, for example, where there is a reconciliation of the accrual
basis, which is the generally accepted accounting basis for the cost
of operations, the reconciliation of that to the deficit that you hear
about. Again looking back it is set for 2003. There is no guesswork,
no assumption involved. This is looking back to fiscal year 2003.

So while it is not perfect and it certainly is not looking to the
future in many respects, as far as the past goes, this is a pretty
definitive source.

Mr. WALKER. There is no question that there has been tremen-
dous progress made in the last several years in improving this fi-
nancial report, including increasing transparency with regard to
long-range commitments and contingencies. For example, when I
first became Comptroller General in 1998, there were no disclo-
sures about the estimated difference in the costs between promised
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Social Security and Medicare benefits and funded benefits. Now, if
these numbers are in the annual report, not only is it disclosed, but
as Linda mentioned, it is going to be subject to audit in the near
future.

So we are headed in the right direction, but we have a way to
go.
Mrs. MALONEY. I congratulate all of you on your commitment. I
know it is a very tough job. I would love to see a copy of your
speech on this particular issue that you referenced.

Thank you.

Mr. PLATTS. Thank you, Mrs. Maloney.

I look at the report as the Clint Eastwood movie paraphrasing
the title, the good, the bad and the unknown. [Laughter.]

What we find in the report, and some of the unknown is that fu-
ture debt that we are making projections about, but cannot be cer-
tain.

Mr. Hammond, in talking about how the information will be used
as we are getting to this goal of more uniform reporting throughout
the departments and agencies, and allowing us to come together
and having a useful consolidated financial report for the entire
Federal Government. In your testimony, you touched on a couple
of aspects of that. The first is timely reporting. The administration
has been great. One of the examples, as with including Social Secu-
rity and Medicare in the report, although it is not mandated, that
is the administration being proactive in that way, in moving up the
deadlines to November 15, although the deadline is March 31 in
law, no later than, that the administration has said, well, we want
it sooner because March 31, the new budget has already been pro-
posed and it is not going to be very helpful.

Your department, Treasury, and seven other agencies have been
great in meeting that November 15 deadline this year. What would
be your message to the other departments, one, on the key to meet-
ing that deadline, as all of them are going to have to this coming
November 15, and the benefit that your department has gained as
you went into the 2005 budget process because of meeting that
deadline.

Mr. HAMMOND. I think those are really important issues, because
we have found that by accelerating, especially to meet these very
aggressive timetables, you have to fundamentally change the way
you manage financial information. By fundamentally changing
that, what you do is improve the data quality. There is not an
agency that I have spoken to that has not cited the principal bene-
fit of just the first phase of accelerating the financial reporting, of
getting better data sooner inside the agency.

What that does is it means that there is now information avail-
able for management to use to understand what is going on within
their programs and their activities, when they can actually do
something with it and actually try to make a change, make a dif-
ference with regard to the management of a particular program,
administration of a contract. It is a huge unknown benefit that
only becomes visible when agencies do the acceleration, because it
is so comfortable today processing the data, massaging it on an
after the fact relaxed path.
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What happens is reconciliations are something that you do when
you have time. When you have to accelerate the information now,
you have to do the reconciliations currently. You find problems
right up front and you are able to deal with them before they be-
come serious. You are able to influence programs. And then you
have better actual data with which to set your meaningful perform-
ance measures for the development of your budget for the next
year.

I think that is one of the beauties of the accelerated timetable,
quite frankly, is that we will have the prior year out of the way
well before the President’s budget is released, plus allowing every-
one to look at what happened last year; make sure it is reflected
in the performance measurement; and make sure everyone under-
stands what the impact is for the future. I think that really goes
to building better projections of what is going to go on as well.

Mr. PLATTS. The quarterly reporting requirement I assume it is
safe to say that is critical or helpful in getting to that earlier dead-
line because it is forcing the agencies and departments, yours in-
cluded, to be more proactive throughout the year, rather than wait-
ing until the end and that heroic effort being the norm. You really
cannot do that anymore because of the requirements we are placing
on you.

Mr. HAMMOND. Very definitely. What we found with agencies
doing quarterly reporting is that as they started that, the require-
ments are for fairly skeletal quarterly reporting. They found that
it made much more sense to do more complete quarterly reporting.
It allowed them to better understand their programs. It gave them
more information to share with their auditors throughout the year.
Because that is the other thing that comes out of this process, is
that audit becomes a year-round environment and it becomes much
more of almost a, I shudder to use the word “partnership,” but it
is very much along those lines as people are working through the
information throughout the year, instead of a hand-off at the end
of the year.

Mr. PLATTS. In that year-round audit approach, then, it is not
just giving the administration a more big picture assessment or
Congress, but to the actual department that they can make adjust-
ments throughout the year as they have that information more
readily available to act upon.

Mr. HAMMOND. Absolutely. I think people lose sight of the fact
that financial reporting is really simply one work product of good
financial management. You cannot have good financial manage-
ment without effective financial reporting, but having effective fi-
nancial reporting is in and of itself not good financial management.
Good systems, good financial management allow for easy, effective
financial reporting, but the real benefit is what management does
with that information.

Mr. PLATTS. Right. The usefulness and how it is acted upon once
it is provided.

Mr. HAMMOND. Exactly.

Mr. PrAaTTS. Ms. Springer, Mr. Hammond mentioned when he
talked, the quarterly reports being more substantive. Is your as-
sessment of the various agencies and departments and the quar-
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terly reports, is the more substantive approach becoming the norm
with the agencies and departments?

Ms. SPRINGER. It is. In addition to just statements themselves,
as I mentioned earlier, the actual preparation of footnotes. The
footnotes are really the explanatory element that goes along with
the statements. There are very few pages in this report that have
statements. Almost one-third of the report is footnotes.

I am not going to say that they would have 40 pages each quar-
ter, but that work effort is what really surface issues. If you cannot
put your footnotes together, then you can’t explain the results, and
then that is an indicator that you are headed for trouble. So doing
that at least at the third quarter, and many agencies do it every
quarter—that is the extra substance that you mentioned—really
has been an important factor in accelerating, and having useful in-
formation.

Under the President’s management agenda, getting your finan-
cial reports done early, getting rid of material weaknesses, will not
get you to a green score. You cannot get a green score unless you
can prove that you are integrating financial information into your
day-to-day management. That is why we only have four agencies
that are green.

Mr. PLATTS. Right. And then again, that gets to how the informa-
tion is going to be used or if it is going to be used at all. It does
not make much sense to have it if it is not acted upon.

I would be interested from all three of you with the timeliness
issue being focused on by the administration and with all depart-
ments and agencies here, the November 15 deadline coming up this
year and the quarterly report playing a helpful role in that process.
That is something the administration has chosen to do, but not re-
quired by law.

Is that something we should be looking at that should be
changed in statute instead of no later than March 31? Should it be
November 15 or no later than December 31? Should we statutorily
be looking to move that deadline up, or should discretion still re-
main with the administration? The second part of that is the quar-
terly report aspect. Should that be a part of the statutory require-
ment regarding the financial reports?

Ms. SPRINGER. That is the standard to which we hold the agen-
cies. I do not see why we should expect anything less. I do not
know if there are any other dependencies of that particular part of
the statute that might cause that to be modified. But barring any
of those, I would say that should be the legal requirement.

Mr. PLATTS. The current administration, you are setting a great
example and I would hate to see us get on this track and then, for
whatever reason, we slip back until we are back to having reports
in February or March and pass the new budget process being done,
and again trying to look to have the good approaches maintained
into the future.

Yes?

Mr. WALKER. Mr. Chairman, I would say that this administra-
tion is clearly committed to accelerated reporting dates, and that
is not an issue. But if for some reason there was ever a slippage
in the future, then I think the Congress should consider requiring
accelerated reporting dates.
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I think one of the reasons that we are much better off today than
we were just a few short years ago is because these accelerated re-
porting dates have forced agencies to focus on improving their sys-
tems and controls in a way that has improved financial manage-
ment overall. What was happening before is that people were not
really focusing on a lot of issues until after the end of the year.

They were wasting a tremendous amount of human and financial
resources to try and do a lot of things after the end of the year in
order to be able to get a clean opinion several months later, but yet
they did not have timely, accurate and useful information to be
able to make sound management decisions on a day-to-day basis.

One of the things that our UK colleagues noted is they even have
a more lax reporting deadline than we do. I think they need to seri-
ously consider whether to tighten it up, either voluntarily or statu-
torily, because people may not take sound financial management
and reporting seriously enough with lenthy due dates. With accel-
erated reporting dates, people are not going to be able to play
games. They are going to have to solve the underlying problems if
they have to report much quicker than historically they were accus-
tomed to doing.

Mr. PLATTS. It is human nature. My 7-year-old son, if I give him
until the end of the week to clean up his room, I know it is going
to be Friday versus today. [Laughter.]

Human nature is, I don’t have to meet that deadline until Friday
so why do it today?

Mr. WALKER. You are lucky. It could have been Sunday. [Laugh-
ter.]

Mr. PLATTS. He is going to go out and play soccer or something
in the meantime.

Mr. Towns, do you have further questions?

Actually, I apologize. I wanted to ask Mr. Hammond on the stat-
utory aspect from a department perspective, on whether from your
perspective as a department would it be advantageous for your de-
partment to know it is in statute November 15, or something of
that nature?

Mr. HAMMOND. I think the momentum will overtake that re-
quirement. It is the kind of thing, once we get to November 15 of
this year, it is hard for anyone to go backward. I do think getting
a consistent understanding of all the major entities of reporting
deadlines will be very important. It is more than just the CFO Act
agencies. The Accountability for Tax Dollars Act brought into play
a whole other range of executive branch agencies.

I think we need to also get clarity with regard to the legislative
and judicial branches. We would like to keep them included in this
report, but there will come a time in the not-too-distant future
when we will need audited financial statements for those major
components as well. Those do not have to be statutory requirement,
but they do in fact have to meet the preparation timetable.

Mr. PLATTS. Thank you.

Mr. Towns.

Mr. TowNs. On that note, I hear you. Let me just ask, it is my
understanding that a lot of these agencies, that the contractor sup-
port for their financial statement, how does this affect the agencies’
ability to comply with something like that?
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Mr. HAMMOND. It would depend on what they are using contrac-
tor support for. I think you certainly historically saw a lot of con-
tractor support used in the preparation and year-end closing cycle
when they have 5 months to do that. It was a very easy situation,
in my words, to throw money at the problem. Accelerated time-
frames make that very, very untenable.

So now the use of contractors is really designed to improve busi-
ness processes, reengineer the way financial management is done,
bring about systems change. So while the use of contractors is still
prevalent, I suspect, at many agencies, the types of uses are much
more productive and are much more designed to improving man-
agement at the agency for the future, as opposed to simply produc-
ing a financial statement this year.

Mr. TOWNS. So you are saying, really, in a case like that, it
would not affect the ability of a person to meet the timetable?

Mr. HAMMOND. Right. I think what you will find is that people
who are using contractors today are looking at them for the ability
to bring in best practices and revise the way they do their business
throughout the year, not the actual production of financial state-
ments at the year-end.

Mr. TownNs. Yes. Does this bring about a savings for the agency?

Mr. HAMMOND. You would think so. I think agencies have found
that what it has allowed them to do is reallocate resources, to bet-
ter financial management. I think it has also identified something
that you see throughout government in the financial management
arena, which is a huge skill gap. Historically, financial manage-
ment in the Federal Government was data processing, whether it
was manual or not. It was moving information from here to there.

Financial management for the future is analytical. It is taking
that information that is timely available and doing something with
it. That is in many agencies highlighting a huge skill gap. As they
accelerate their financial information, they are finding now they
have time available on their staff, but now they have to position
their staff to be able to do that value-added work.

Mr. TowNs. I am just thinking that, help me with this, do they
have to get contracts? For instance, if I use you this year and I
want to use somebody else next year, is that a problem? I am just
thinking in terms of things that might slow down the process here,
that might make it difficult to have this thing done in a timely
fashion.

Mr. HAMMOND. I have not heard any complaints about the con-
tracting process and its ability to meet the accelerated timetables,
but perhaps others have.

Mr. Towns. Have you?

Mr. WALKER. Mr. Towns, there are two aspects: To what extent
are they using contractors for basic financial management and to
assist in that function; and second, to what extent are they using
contractors to perform the audit. In many cases, the inspector gen-
erals will hire external contractors, typically one of the big four ac-
counting firms, to actually do the audit of the departmental finan-
cial statements, but I have not heard any difficulties expressed
with regard to this issue.

Ms. SPRINGER. Actually, all but one of the CFO Act agencies use
a contract auditor, as David just mentioned. Typically, one of the
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big firms for the actual audit opinion that is rendered on each indi-
vidual statement, in the same way that GAO renders an opinion
on entire governmentwide consolidated report. In fact, GAO is in
a couple of cases, I guess, the auditor for rendering an opinion.

Mr. WALKER. We audit the IRS, the Bureau of Public Debt, the
FDIC, and soon we will audit the SEC. We also audit the consoli-
dated financial statements of the U.S. Government.

Mr. TowNs. You have answered my question. Thank you very
much.

Let me just ask Mr. Walker one other thing. I have some con-
cerns related to the lending and credit activities within many of
our Federal agencies. Can you speak to the material problems fac-
ing the agency community and how to adequately determine credit
programs’ costs? Are these programs viewed as governmentwide, as
opposed to just SBA?

Mr. WALKER. We have had some challenges with regard to the
credit estimation modeling. These credit estimation models are im-
portant not just for financial statement reporting purposes, but
they are also used sometimes for submitting budgets to the Con-
gress. This past year, we had a serious problem with the Small
Business Administration which ultimately we were able to resolve.
But it is an example of something that cannot be allowed to hap-
pen in the future if we are going to be able to hit accelerated re-
porting deadlines for the audit reports.

We are going to have to be able to audit on a continuous basis.
While it will not be a partnership because we have to maintain our
independence, we will have to work constructively and on an ongo-
ing, continuous basis with the executive branch agencies. We will
need timely access to the information that is required of the exter-
nal auditor, or else we will not be able to hit the accelerated report-
ing deadlines.

Mr. Towns. Do you want to add anything to that, Mr. Ham-
mond?

Mr. HAMMOND. I think, and I will yield to my colleague, Ms.
Springer from OMB, with regard to credit reform, but I think the
challenges of the credit reform model, the complexity as it applies,
is something that makes a significant hurdle for preparation of
agency financial statements.

Ms. SPRINGER. And that is one of the things that, in the same
ways that agencies on the CFO council identify keys to success,
they identify challenges. One of the challenges is that the agencies
that have loans, have some issues with the credit reform process
as it relates to acceleration and timeliness of various information.

Agencies like SBA are very model-dependent, both for their budg-
et work and for their financial statement work. In the case of SBA,
there were some long overdue upgrades and, frankly, replacements
of models that were in use. So you saw that for all of their five key
programs, there were new models that were either put in place or
upgraded last year. It takes a lot of time. It takes more time than
they thought it was going to.

One of the reasons for their disclaimer is that they, frankly, were
not able to complete all that work, but they had in effect decided
to use those models to support their financial statement. So they
ran out of time to be able to put this together in a timely fashion
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and in enough time for the auditor to be able to review the model
and the data that came out of it.

That is why we have better hopes for this year, 2004, because
those models are in place, they are getting reviewed, and should be
reliable. But they face challenges, the credit reform agencies do
face challenges that some of the other agencies do not.

Mr. TowNs. Is there anything that the Congress should do?

Ms. SPRINGER. My sense is that it is not so much a congressional
issue as it is just an issue of the agencies having the right type of
systems and processes to be able to manage their programs that
have those additional requirements.

Mr. TowNs. Thank you very much.

I yield back, Mr. Chairman.

Mr. PLATTS. Thank you, Mr. Towns.

Mrs. Maloney.

Mrs. MALONEY. I just would like to ask, and maybe it is a silly
question, why are the numbers between OMB and the CBO always
different? I know the CBO had a change this year to allow dynamic
scoring in their numbers. Does OMB allow dynamic scoring in their
numbers? Just any comments on it? Do you support dynamic scor-
ing or are you opposed to it? What is your position on it?

Ms. SPRINGER. The Comptroller General I am sure will have
some comments because his scope and his reach of activities is
much broader than mine. But I just want to point out to you that
from the standpoint of this report, that issue is not present because
it is not a question of an estimate of CBO versus an estimate of
OMB. We are talking about historical facts that already happened,
transactions out of the ledgers of these subsidiary entities.

I think where the issue that you are mentioning comes into play
is more from the prospective look in the budget and the projections
of programs and costs. In my world, that is not a factor fortunately.
I am very happy it is not. There are other parts of OMB that deal
with that, but I am sure Mr. Walker, who has a broader scope,
would want to comment.

Mr. WALKER. Just to reinforce. The report that was issued last
Friday

Mrs. MALONEY. I understand the report. I am talking prospec-
tive. They are always different.

Mr. WALKER. Prospectively, as you know, the OMB has the re-
sponsibility to do the estimates for the President. The CBO has the
responsibility to do the estimates for the Congress. Both of them
are looking over the same time period. However, both of them can
come up with different assumptions on things like what do they es-
timate that economic growth is going to be; what do they estimate
that inflation is going to be; what do they estimate, for example,
what are the costs associated with the new prescription drug bene-
fit going to be. We saw that manifested recently where the admin-
istration had one number; and CBO had another.

Part of that difference was because they were talking about a dif-
ferent 10-year period. Part of the difference was because they had
different assumptions as to what the estimated cost increases for
prescription drugs were going to be during the 10-year period.
Again, since it is based on projections, there is no one right answer.
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What is important is that there be disclosure such that we un-
derstand what the differences are and what are the reasons for the
differences, so that Congress and others can make an informed
judgment about which one do you think you have more comfort
with.

Mrs. MALONEY. That is great that you gave that example. That
was really helpful. CBO has now incorporated dynamic scoring in
their projections. Does OMB use dynamic scoring? That was a big
debate on whether CBO should go to dynamic scoring or not and
they voted to do it. But does OMB use dynamic scoring? I really
do not know.

Ms. SPRINGER. It is not my area, so I really am not prepared to
comment.

Mr. WALKER. Not to my knowledge, but I am not sure.

Mrs. MALONEY. Not to your knowledge. That is one difference be-
tween the two. And what is your opinion on dynamic scoring, or
anybody if they would like to make a comment.

Mr. WALKER. My opinion would be is that if you were going to
do that, you ought to do it both ways. My personal opinion would
be is you do it non-dynamic and then dynamic and then disclose
what are the assumptions underneath the dynamic and then Con-
gress can decide what it wants to use.

Mrs. MALONEY. Great answer. Thanks.

Mr. PLATTS. Thank you.

I would like to get into two specific parts of the consolidated re-
ports, two specific agencies. You mentioned one, the SBA, and some
of the challenges they still have, and specifically, the issue of the
loan sales. My understanding is the numbers in dealing with $5
billion worth of loans that were sold over 4 years, a loss of about
$1 billion to the American taxpayers, versus what was initially re-
ported as a savings of maybe $600 million or so. Obviously, that
is a huge difference, that we made money versus we lost even a
larger sum.

What is OMB, Ms. Springer, doing specifically in how you are
working with SBA to try to address that. Part of it is, are you as-
sessing SBA’s ability in their staffing to be engaged in this activ-
ity? Do they have the professional expertise to continue to engage
in this type of program?

Ms. SPRINGER. It is an excellent question, and obviously the staff
of this subcommittee and the committee itself has been very visible
in expressing the need for SBA to do a better job in this area. Obvi-
ously, the loan sales have stopped. And when it became apparent
to us at OMB as well as to the agency itself that there were prob-
lems in their modeling, that they could not go forward with any ad-
ditional sales. There was one that was in the works and it was
stopped. So that was obviously the first step.

But the next step, then, was to review the models. The models
comprehensively have been reviewed and they have been modified
or replaced and rebuilt. OMB was very involved. We had people
from OMB, not from my area specifically, but from the part of
OMB that is dedicated to SBA, both on the budget and their man-
agement issues, that were integrally involved in assessing and in
reviewing the model as it was developed. None of those models
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were even presented to the auditor before OMB reviewed them
very extensively.

So we are confident that those models now of disaster loans and
all the other programs are doing the job they should. Having said
that, sales have not started back up again and they would not
startup again until two things occur: We are very sure that these
models and the data coming out of them would be very, very accu-
rate and reliable; but also as you mentioned, that the staff is in
place that is equipped and trained in that area. That is an area
that my office, as well as the other parts of OMB, would want to
get involved.

As you may know, we have had an initiative to look at asset
management across the Federal Government. We have started with
real property. We issued an Executive order just the beginning of
last month. We have issued a new President’s management agenda
program initiative. It is not one of the five governmentwide ones,
but it joins the other nine program initiatives. We are expecting
that after the real property area, that we will move on to financial
assets like loans. SBA would obviously be an area that we would
spend time with.

Mr. PLATTS. Mr. Walker, does GAO have an opinion on SBA spe-
cifically regarding whether they should even get back into at all
the loan sale effort, and then in a broader sense regarding other
agencies?

Mr. WALKER. Well, they are constantly trying to improve their
modeling capabilities, but I would also respectfully suggest and
agree with Linda that part of it is do they have enough people with
the right kind of skills and knowledge to do this. They have had
to rely on other agencies, and that is fine, but the government as
a whole has a shortage of people with the right type of skills and
knowledge in this and other areas, and it is something we need to
address.

Mr. PrLATTS. That human capital challenge goes well beyond
SBA. We will followup with GAO with putting a followup request
in to have you look at that specifically, but in the broader sense,
as we are trying to meet these new requirements, timeliness, use-
fulness, substantive nature of the reports, we are going to be in
need of more and more qualified financial experts. What is your as-
sessment of our ability to meet the human capital needs? Is there
anything we need to be looking at from Congress’ perspective as
giving more discretion or incentives in the area of financial man-
agement to recruit and retain the key people?

Mr. WALKER. As you know, Mr. Chairman, the lack of an effec-
tive and strategic human capital strategy in the entire Federal
Government is something that is on our high risk list. I think there
has been more progress, frankly, made in the last 2 years than in
the last 20. I am cautiously optimistic more progress is going to be
made in the next 2.

Mr. PLATTS. And you are setting an example.

Mr. WALKER. We are leading by example, that is correct. We are,
and we are committed to continue to do so. But as Mr. Hammond
mentioned, a part of the challenge is that historically financial
management from a people standpoint in the government was
viewed as data entry and processing transactions. Most of that is
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automated now. So the type of people that you need along with the
type of knowledge and skills are fundamentally different. There is
going to have to be a restructuring of the existing financial man-
agement functions and also an extensive effort to try to recruit and
retain top talent.

I think one of the things that hopefully the CFO council is doing
or is contemplating doing is to ascertain whether and to what ex-
tent additional flexibilities might be necessary for this community.
Historically what has happened is that people have tended to look
at these issues on a department-by-department or agency-by-agen-
cy basis, rather than on a cross-functional basis or a functional
basis across government. I think that is something that hopefully
they might take a look at.

Mr. PraTTS. In giving GAO additional flexibility to meet your
needs and restructure, that assessment of whether there is enough
flexibility existing under the law today for OMB and the adminis-
tration to do that cross-agency, cross-department approach, because
otherwise you are competing with each other for a select few to fill
all these spots.

Is there any type of review ongoing now, Ms. Springer, within
OMB to look at that, what flexibility you have, and what additional
flexibility you may need to meet the human capital aspect of finan-
cial management?

Ms. SPRINGER. Financial management is one of the parts within
the human capital initiative of the President’s management agen-
da. That would be one of the areas that is reviewed in the broader
context of the initiative, to ensure that the right human capital re-
sources and assets are in place at the agencies. But there is no
question that is a consideration for the executive branch, as well
as for GAO.

If T may, I had one other thing that I take as a good sign on
SBA’s account, they learned that there might be an additional re-
quest from this subcommittee to have GAO go in and look further
at some models, they embraced that. I take that very positively on
their part, that they feel, A, good about what they have done; and
B, that they see value in that process both for themselves and for
their contract auditor.

Mr. PLATTS. Good to hear.

Mr. Towns, did you have additional questions?

Mr. Towns. I have a question, Mr. Chairman.

Mr. Walker, in your assessment, are the problems at NASA and
SBA in need of a long-term solution? Or do you think it is some-
thing that can be repaired in a year?

Mr. WALKER. At NASA and SBA? Well, they are very different
problems. I think they could be repaired within a reasonable period
of time. Whether or not it is a year, I have my doubts, but I think
we are not talking about many years. We are not talking about
anything like the scale of a Department of Defense, which is a
number of years.

By the way, we are working with all of the high-risk designated
functions to provide them with specific things that we think need
to be done in order to address their high-risk designation. We are
working in a very constructive and cooperative manner with OMB.
If you look at the President’s management agenda, it bears a very
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close resemblance to GAO’s high-risk list, and that is not an acci-
dent. I think that is a positive development.

Mr. TownNs. Thank you.

Mr. PLATTS. Thank you, sir.

Mr. Towns. I yield back, Mr. Chairman.

Mr. PrATTS. OK. Thank you, Mr. Towns.

You probably will not be surprised to hear me ask about the De-
partment of Homeland Security, as one who has spent a lot of time,
and we have a hearing next week on that department specifically.
One, I would be interested in doing the compilation of the report,
Mr. Hammond, and in the audit, DHS made a decision and I com-
mend them for the decision, not to take the pass and use the waiv-
er of having their financials audited this year and waiting a year.
They embraced it. They testified before us in September that they
would meet the November 15 deadline.

In the end, they were about 2 weeks past the January 31 dead-
line. But I think given it being their first year and they are kind
of a hybrid starting 5 months into the fiscal year before they actu-
ally assumed responsibility, it is better that they be a little later
and try to get it as right as possible.

What impact did that delay have with your compilation? How did
it play into it? And then the audit, and the fact that it is 7 months
of the fiscal year that DHS had and the 5 months that were with
all the disparate agencies.

Mr. HAMMOND. It had only a very limited effect on the actual
preparation of the report. We got financial information from them
throughout the cycle. So even though they had not finished their
financial statements, we got comprehensive detailed information
from them.

It is noteworthy that if this had been next year, it would have
been problematic. Next year we are going to a system that relies
on the audited financial statements to compile the report. This
year, we were collecting data at a much more detailed level, so we
were able to get that information.

Mr. PLATTS. Is your assessment in looking ahead to next year
that DHS is going to be in position to meet November 15 and in
that uniform sense?

Mr. HAMMOND. Based on everything that I know today, I would
say that they are certainly shooting for November 15, just as every
major agency is. I think the other thing that is worth noting is that
the hand-off of the transferred assets, because it was already 5
months into the fiscal year, the date of the transfer from the agen-
cies to Homeland, we found that process worked very well for the
compilation of our report. The coordination between the granting
agencies and then the receiving agency, Homeland, allowed for a
very, very effective data transfer. We felt pretty good about that.

Mr. PrLaTTS. Mr. Walker, on the auditing, given the split, 5
months, 7 months?

Mr. WALKER. It was not a problem this year, but it will be a
problem next year if they cannot end up accelerating their time-
frames.

Mr. PrAaTTS. Do you think they have the resources? We were
talking about DOD making it a priority, and know that they have
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a long way to go, the leadership has embraced it. Does DHS have
the resources and is it the priority it needs to be?

Mr. WALKER. At DHS, it is a priority and they are ahead of
DOD. [Laughter.]

Mr. PLATTS. Good.

Mr. WALKER. Yes, and they are considerably ahead of DOD. As
far as whether or not they need any additional resources, I would
have to talk to my people about what our views are on that before
saying anything on the record.

Mr. PLATTS. And the $64 million question, my piece of legisla-
tion, your opinion on the benefits of having DHS under the CFO
Act statutory requirement and the benefits that we believe that
brings to the other agencies, Cabinet-level especially, should DHS
be under the CFO Act?

Mr. WALKER. We believe they should be.

Mr. PLATTS. I think they are doing the best to comply with the
requirements now, setting the example and to me, I have told Sec-
retary Hale that they are making the case for my legislation by
their actions. We can make it permanent and that would be a good
approach.

Mr. WALKER. They are voluntarily complying and I think they
should be commended for that.

Mr. PLATTS. Yes, absolutely. And given the weaknesses they in-
herited, you know, the 18 material deficiencies and they are work-
ing on chipping away at them, I agree that they are doing their
best and hopefully will continue in that positive direction.

The Sarbanes-Oxley Act that we passed in trying to have more
accountability in disclosure for the investor, we have in effect the
requirement of internal controls. I would be interested in really all
three of your different perspectives on whether we should be man-
dating audits of internal controls across our departments and agen-
cies. Or should we, as in the legislation with DHS that I have,
about doing kind of a cost-benefit assessment first? Or do we have
the information to make an informed decision already?

Mr. WALKER. I think we need to do a cost-benefit assessment. As
you know, Mr. Chairman, GAO has voluntarily expressed an opin-
ion on internal accounting controls for the entities that we audit.
We believe it is critically important and we believe it passes a cost-
benefit test for the entities that we are responsible for.

At the same point in time, it is not required by generally accept-
ed government auditing standards or so-called “yellow book” stand-
ards which were promulgated by the Comptroller General. This is
an issue that we are going to be looking at as to whether and to
what extent standards should be updated. I think it would be pre-
mature to mandate it at this point in time.

Mr. PrLATTS. Is there a timeframe for your review of the issue?

Mr. WALKER. I will get back to you for the record, Mr. Chairman,
on that. I also think that this, along with the relative merits of fi-
nancial management committees or audit committees at selected
departments and agencies is something that needs to be looked at,
as well as the result of Sarbanes-Oxley. That is something that we
are trying to also work in a coordinated fashion through the Joint
Financial Management Improvement Program, the Secretary of the
Treasury, the Director of OMB, the Director of OPM, and myself.



89

I am hoping that we are going to be able to make some progress
on that, too.

Mr. PrATTS. OK.

Ms. SPRINGER. We would agree with that. Actually, Mr. Chair-
man, we applaud and are happy to see that the language in your
bill has mandated the study, the cost-benefit analysis by the joint
effort of the CFO council and the PCIE, the inspectors general com-
munity. That work is already started and we are anticipating pas-
sage of your bill.

Mr. PLATTS. I appreciate the optimistic approach. [Laughter.]

Ms. SPRINGER. Either way, we were already planning to start
that, frankly, because we think that it is an emerging issue. It is
a fact of life, certainly in the private sector. We are very attentive
to what is going on in the private sector. We seek to be more pri-
vate sector-like as far as the admirable features of the private sec-
tor.

It is important to note that just a week or two ago, the SEC ex-
tended the deadline for the internal control report for the private
sector. So this obviously has some challenges. It will have chal-
lenges as well for the Federal Government.

Having said that, the cost-benefit study is underway by those
groups. We expect to follow a timetable that is outlined in your bill,
visiting with GAO on the results of that study, and visiting with
this committee.

Mr. WALKER. Mr. Chairman, I think the cost-benefit test will
hopefully be helped by the fact that the firms that are doing the
audits for many of the departments and agencies are the same en-
tities that are going to have to figure out a way to render an opin-
ion on internal accounting controls for large private sector public
companies. So therefore, hopefully we will be able to obtain some
of the efficiencies of that. We have done it for years at GAO, so this
is just another example of where we have led by example.

Mr. Prarts. OK. Mr. Hammond, what is Department of Treas-
ury’s approach? Are you auditing your internal controls?

Mr. HAMMOND. The governmentwide report does receive an opin-
ion review, or is subject to an opinion-level review by GAO. The
Treasury statements themselves, I believe, is a report on internal
control.

Mr. PrATTS. OK.

Mr. HAMMOND. I would echo the sentiments of my colleagues
with one addition. I think once the cost-benefit analysis is done,
looking at it from a governmentwide perspective, consistency will
be important. I do not want to begin to understand what the chal-
lenges I would face to get an opinion-level review at a government-
wide level statement if agencies were not getting an opinion-level
review. So I think a consistent approach, when all is said and done,
will be very important.

Mr WALKER. We are already expressing an opinion on a govern-
mentwide basis. What is not happening is there are a number of
the other departments and agencies that we do not audit that are
not. So if we can do it, they ought to be able to do it.

Mr. HAMMOND. It is a difference as to whether it should be vol-
untary versus required by law.
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Mr. PLATTS. And that goes to the leading by example, and I ap-
preciate GAQO’s efforts in doing that.

Mr. Walker, you certainly are helpful in your frankness regard-
ing the challenges facing our Nation long term, and how to look
ahead and make the tough decisions year-in and year-out with
what lies ahead.

Relate to that would be the pay-as-you-go discipline on the past
that we have gone away from. I would be interested in your opin-
ion, and both Ms. Springer and Mr. Hammond if you want to also
add if you think we should return to that more fiscal disciplined
approach of pay-as-you-go?

Mr. WALKER. In the speech that I gave at the National Press
Club this past September, I included a number of items that I
thought that Congress should seriously consider, including return-
ing to the pay-go requirements, including additional transparency
with regard to major tax and spending proposals, and a variety of
other actions. Candidly, we have been digging pretty fast lately. We
have had a long-range fiscal imbalance for a number of years, even
when we had current surpluses in the 1990’s, we had long-range
fiscal imbalances. But now the surpluses have turned to deficits,
the long-range imbalance is worse in part because of the passage
of prescription drugs, and it is more immediate.

Mr. PLATTS. One of my constituents at my town meeting made
sure to remind me to speak accurately when we talk about sur-
pluses. They were not really surpluses in the big picture, maybe in
that limited 1-year isolated approach, but if you took Social Secu-
rity, Medicare trust funds, they really were not surpluses even
when we thought they were good years. That type of frank, trans-
parent outlook is something we need to have, and we appreciate
your efforts in trying to promote that.

Mr. WALKER. Thank you, Mr. Chairman.

Ms. SPRINGER. Mr. Chairman, if you look in the President’s fiscal
year 2005 budget, it is actually in the analytical perspectives sec-
tion, you will find that there is a proposal there for spending con-
trols and discipline that essentially reflects an extension of the
Budget Enforcement Act. So that is a part of the President’s pro-
posal and it can be found in the budget.

Mr. PLATTS. Great. I meant, having seen your statement from
last September, but I forgot that was in there. So thank you. I ap-
preciate the reminder.

I have just two other questions I would like to touch on quickly.
Mr. Towns, did you have anything?

Mr. TowNs. No further questions.

Mr. PLATTS. OK. One is on the dynamic versus static, and I ap-
preciate the dialog with Mrs. Maloney on that, because it is one of
the challenges. I hear from my constituents and I use the Medicare
bill where they say, your numbers are already wrong. I explain,
well, actually we did not change any numbers. Those are somebody
else’s numbers. CBO stands by their $395 million; OMB at $537
million or so. It is interesting because one of the big assumptions
that is different in those numbers is OMB is making the assump-
tion that more seniors will embrace the new choices they are going
to be given, and thus cost the program more because of embracing
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the new opportunities being provided, versus traditional fee-for-
service approach.

Your discussion of that, I guess I do not have a question, but just
appreciate the dialog on that as members and then the public try
to understand comparing apples and apples.

My final question is on the debt limit and where we are, and if
there is a guesstimate of what by mid-year we are clearly going to
need an increase, what sum we may be looking at. I do not know
if there are any projections any of the three of you would like to
make.

Mr. HAMMOND. I certainly will not make any projections. I will
say that I think it is a matter of public record that we believe that
we will hit the current ceiling toward the last part of this fiscal
year, so in the August-September timeframe. Obviously, those
kinds of projections can move a little bit this way or that and could
require an increase in the debt ceiling limit before the Congress re-
cesses.

Mr. PLATTS. But no estimate at this time what that ceiling in-
crease may be?

Mr. HAMMOND. I believe that our position has been and will con-
tinue to be that the Congress should appropriately give us the ceil-
ing that they are most comfortable with, consistent with the budg-
ets that are before them.

Mr. PLATTS. A diplomatic approach.

Mr. WALKER. It sounds like they have passed the ball, Mr. Chair-
man. [Laughter.]

Mr. PLATTS. Ms. Springer or Mr. Walker, do you want to hazard
a guess? A wise decision probably. [Laughter.]

Mr. WALKER. Let’s just say, Mr. Chairman, it will be a big num-
ber.

Mr. PrLaTTS. We are in difficult times, but actually I do town
meetings week-in and week-out because of being in my district
every day. I started in York this morning at 5 minutes of 6, and
I will end there tonight at some hour. But I do talk about the his-
toric times that we are in that is driving a lot of these numbers.

The recession that we were already in, September 11 and the
huge cost of responding to September 11, and now kind of getting
out of it and the increased costs associated with now guarding
against a wholly new threat here in the homeland and the home-
land security efforts. There are some unique circumstances. They
do not change the fact that we need to be proactive looking ahead,

Mr. WALKER. That is true, Mr. Chairman, but I think if we look
at the numbers closely, you will find that of the estimated deficit
for fiscal year 2004, less than 25 percent relates to Iraq, Afghani-
stan and incremental costs on homeland security. While economic
growth for the last several years has until recently not been what
we all would hope for, I mean, it is getting better. It has gotten
better. We have not been in a recession since November 2001. So
we do have a serious issue that we are going to have to come to
grips with.

Mr. PLATTS. But if you add in the economic impact on those num-
bers on top of that 25 percent, you get a pretty significant part of
that deficit is then related to those happening at the same time;
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not just having a war on terrorism and responding to a terrorist
attack, but coming out of recession at the same time.

I again just appreciate each of you and your testimony here
today, your extensive written testimony you have provided us and
each of your staff for the great work they are doing. I thank you
pell“oslonally and your offices for your work on behalf of the American
public.

We will keep the record open for 2 weeks for any additional in-
formation to be submitted and look forward to continuing to work
with each of you and your offices as we go into the rest of the year.

This hearing stands adjourned.

[Whereupon, at 4:25 p.m., the subcommittee was adjourned, to
reconvene at the call of the Chair.]

[Additional information submitted for the hearing record follows:]
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For the Record:

Donald V. Hammond’s response to the question posed by the Honorable Marsha
Blackbumn

Q1. One page 5 of your testimony, you reference unexplained transactions amounting to
24.5 billion dollars. Is this accrued of annual?

Al. The unreconciled transactions in the amount of $24.5 billion do not represent
separate costs; it is actually an increase or gain to the net position and is currently
unexplained. We believe this problem probably has its roots in the unreconciled
intragovernmental balance problem. The Consolidated Financial Report of the United
States Government is based on generally accepted accounting principles (GAAP) and is a
consolidation of the financial status and activities of the Government. As a part of the
consolidation, intragovernmental activities and balances (transactions occurring between
Government agencies) must be eliminated. For the elimination to occur properly there
must be balanced entries resulting from each agency being able to match their
intragovernmental activities and balances with their trading partner. Given the diverse
nature of these activities, it is likely that the unreconciled transactions are comprised of
both accrual and annual amounts.

We are taking several actions in order to understand and eliminate these
unreconciled transactions including:

» OMB issued business rules in 2002 to standardize accounting treatment of several
significant areas of intragovernmental transactions to facilitate eliminations.

o In 2003, FMS developed a system that is a useful tool for agencies to use to
identify differences in intragovernmental transactions at a low enough level of
detail to permit effective corrective actions to be taken by agency personnel.

e Treasury and OMB have required agencies to report and reconcile
intragovernmental activity quarterly instead of just at the end of the year. These
more frequent reconciliations and adjustments should help to eliminate
interagency differences.

XXXXXX
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Comptroller General
of the United States

United States General Accounting Office
Washington, DC 20548

April 30, 2004

The Honorable Todd R. Platts

Chairman

Subcommittee on Government Efficiency
and Financial Management

Committee on Government Reform

House of Representatives

Subject:  Responses to Posthearing Questions Related to GAO'’s Testimony on the
U.S. Government's Consolidated Financial Statements for Fiscal Year 2003

Dear Mr. Chairman:

On March 3, 2004, I testified before your subcommittee at a hearing on our report on
the U.S. government’s consolidated financial statements for fiscal year 2003." This
letter responds to your questions related to our testimony and to subsequent
questions from the Vice Chairman that you asked us to answer for the record.

Questions from Chairman Plaits

1. Do you think that the Department of Homeland Security (DHS) has
adeguate resources to meet the November 15 financial reporting deadline
for fiscal year 2004?

During his March 10, 2004, testimony before your subcommittee, DHS’s chief
financial officer (CFO) expressed satisfaction with the current level of accounting
staff in his office and in the department’s bureaus but indicated that additional staff
may be needed in the future. In DHS’s fiscal year 2003 Performance and
Accountability Report, however, DHS’s independent financial statement auditor
reported that one of the agency’s seven material weaknesses was related to financial
management and personnel.” Specifically, the auditor reported that DHS’s Office of

'U.S. General Accounting Office, Fiscal Year 2003 U.S. Government Financial Statements: Sustained
Improvement in Federal Financial Management Is Crucial to Addressing Our Nation's Future Fiscal
Challenges, GAO-04477T (Washington, D.C.: Mar. 3, 2004). The fiscal year 2003 Financial Report of the
United States Government, issued by the Department of the Treasury on February 27, 2004, is available
through GAO's Web site at www.gao.gov and Treasury’s Web site at www.fms treas.gov/fr/index. html.
’A material weakness is a reportable condition in which the design or operation of one or more
internal controls do not reduce 1o a relatively low level the risk that losses, noncompliance, or
misstatements in amounts that would be material in relation to the financial staterments may occur and
not be detected within a timely period by employees in the normal course of their assigned duties.

Page 1 GAO-04-624R 2003 CFS Posthearing Questions
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the Chief Financial Officer (OCFO) “has not hired or contracted qualified personnel
to properly perform financial reporting functions of an executive branch department
CFO’s office.” The fact that DHS's independent auditor listed financial management
and personnel as a material weakness and recommended that OCFO hire or contract .
for additional accounting personnel who possess complementary technical
accounting skills suggests that additional resources may be needed as DHS continues
to address the transformation of its financial systems and reporting.

2. Is there a time frame for GAO’s review of whether it would be cost-
beneficial to require an opinion on internal control in conjunction with
federal agencies’ Yellow Book audits?

Lo

As we discuss in further detail later in this letter, we believe that requiring opinions

on internal control over financial reporting (including safeguarding of assets) and

compliance with relevant laws and regulations for CFO Act agencies and DHS isa
reasonable and necessary step to evaluate and to inform the public as to whether
agencies have sufficient financial reporting systems and controls in place. As
discussed later in our response to Vice Chairman Blackburn’s question 2, the

Sarbanes-Oxley Act of 2002 requires such reporting for public companies. In this

regard, 3 of the 23 CFO Act agencies’ already receive auditor opinions on their

internal control.’ Importantly, in our view, extending any requirement for opinions on
internal control over financial reporting to all federal agencies and Yellow Book
financial statement audits would not pass a cost/benefit test.

The first step is for management to conduct an assessment of its internal control. The
agency head would communicate the results of this assessment in a written
statement, or an assertion, and would express an overall conclusion as to the
effectiveness of the controls in providing reasonable assurance that the objectives are
achieved. The auditor, as part of the financial statement audit, would then provide
audit assurance on the agency head’s assertion and on the effectiveness of internal
control. This audit assurance would be provided following generally accepted
government audit standards.

In this regard, at the federal level with the 1982 passage of the Federal Managers’
Financial Integrity Act (FIA), the Congress required agency management to
continually assess and report annually to the President as to whether the agency’s
system of internal control meets the Comptroller General's Standards for Internal

‘31 U.8.C. 901(b) (2000). The Federal Emergency Management Agency (FEMA) was transferred to the
new Department of Homeland Security (DHS) effective March 1, 2003. With this transfer, FEMA was
no longer required to prepare and have audited stand-alone financial stateraents under the CFO Act,
leaving 23 CFO Act agencies. DHS, along with most other executive branch agencies, is required to
prepare and have audited financial statements under the Accountability of Tax Dollars Act of 2002,
Pub. L. No. 107-289, 116 Stat. 2049.

“The Social Security Administration and the Nuclear Regulatory Commission received unqualified
opinions on their internal control over financial reporting as of September 30, 2003. The General
Services Administration received an opinion on its internal control over financial reporting as of
September 30, 2003, that was qualified for material weaknesses related to lack of reconciliation
controls and control weaknesses that arose as a consequence of new systems implementation.

Page 2 GAO-04-624R 2003 CFS Posthearing Questions
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Control in the Federal Government® The responsibility for assuring the adequacy of
internal control rests with management and not the auditor. As envisioned by the
Congress when it enacted FIA more than 20 years ago, the auditor though must play
an important role in evaluating management's efforts to carry out the letter and intent
of the act. Reporting on the adequacy of internal contro! would help the inspectors
general in carrying out their role under FIA. It is also important to note that
underlying the Sarbanes-Oxley Act requirement for the auditor to provide an opinion
on internal control is a requirement of public company’s management to assert as to
the effectiveness of its system of internal control. If agency management has made a
proper ongoing assessment of its system of internal control and is meeting its
obligation under FIA, then the additional work needed by federal auditors in
providing an opinion on management’s assertion and on the effectiveness of an
agency’s system of internal control would be minimized.

As you know, the Yellow Book applies to a wide range of entities that vary greatly in
both size and complexity. GAO is currently developing guidance for use in
considering whether and under what circumstances an auditor’s opinion on an
entity’s internal control is appropriate and cost-beneficial for non-CFO Act federal
agencies and certain state and local governments that receive financial audits under
the Yellow Book.* We hope to have the guidance out in draft form later this year, at
which time we will request comments from all constituencies involved. The guidance
will provide a framework for government entities, and those who oversee those
entities, to use when considering whether an auditor’s opinion on internal control
would be beneficial.

Questions from Vice-Chairman Blackburn, Submitted on March 10, 2004

1. If agéncies were fully compliant with FFMIA, what effect would that have
on their financial statements and on their internal controls?

The Federal Financial Management Improvement Act of 1996 (FFMIA)' builds on the
foundation laid by the CFO Act’ by emphasizing the need for agencies to have
financial management systems that can generate reliable, timely, and useful
information with which to make informed decisions and to ensure accountability on
an ongoing basis. FFMIA requires that the departments and agencies covered by the
CFO Act implement and maintain financial management systems that comply
substantially with (1) federal financial management systems requirements, (2)
applicable federal accounting standards, and (3) the U.S. government Standard
General Ledger at the transaction level.

*U.8. General Accounting Office, Standards for Internal Control in the Federal Government,
GAO/AIMD-00-21.3.1 (Washington, D.C.: Nov. 1, 1999).

*U.8. General Accounting Office, Government Auditing Standards, 2003 Revision, GAQ-03-637G
(Washington, D.C.: June 2003) (commonly referred to as the Yellow Book).

"Pub. L. No. 104-208, div. A, § 101(f), title VIII, 110 Stat. 3009-389.

*Pub. L. No. 101-576, 104 Stat. 2838 (1990).

Page 3 GAO-04-624R 2003 CFS Posthearing Questions
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As the Office of Management and Budget (OMB) discussed in its January 2001
guidance on FFMIA ® agencies that are substantially compliant with FFMIA can
prepare financial statements and other required financial and budget reports using
information generated by their financial management systems. Agencies that do not
have modern, integrated financial management systems” typically must expend major
effort and resources to develop information that their systems should be able to
provide on a daily or other recurring basis. For example, the auditor for the
Department of Health and Human Services (HHS) reported in November 2003 that
systems and internal control weaknesses, such as lack of an integrated financial
management system, continued to make it difficult for certain HHS operating
divisions to prepare timely and reliable financial statements. The National Institutes
of Health (NIH) financial system, for example, was not designed for financial
reporting purposes and has not fully adopted the U.S. government Standard General
Ledger. As a result, NIH must spend an inordinate amount of time consolidating and
adjusting its numerous institutes’ and centers’ trial balances to prepare financial
statements. For fiscal year 2003, this process generated about 1,900 nonstandard
accounting entries with a value of about $14.2 billion.

Accurate and timely recording of financial information is key to successful financial
management and to being in substantial compliance with FFMIA. Timely recording of
transactions can facilitate accurate reporting in agencies’ financial reports and other
management reports that are used to guide managerial decision making. The
Comptroller General's Standards for Internal Control in the Federal Government”’
states that transactions should be promptly recorded to maintain their relevance and
value to management in controlling operations and making decisions. Systems that
do not require timely recording of transactions during the fiscal year can result in
agencies making substantial efforts at fiscal year-end that are susceptible to error and
increase the risk of misstatements. For example, the auditor for the U.S. Agency for
International Development (AID) reported for fiscal year 2003 that AID lacked an
adequate system or process 1o recognize its worldwide accounts receivable in a
timely manner and had to rely on a Web-based collection tool to determine year-end
accounts receivable amounts. What is important here is that the information was not
available on an ongoing basis for day-to-day management.

Being substantially compliant with FFMIA means that a federal agency's financial
management systems as a whole substantially comply with the three requirements
mentioned earlier. Internal control is embodied in these three requirements. At the
same time, internal control comprises much more than substantial compliance with
FFMIA. Internal control is an integral component of an organization’s management

*Memorandum from Joshua Gotbaum, executive associate director and controller of OMB, to heads of
executive departinents and establishments, chief financial officers, and inspectors general, “Revised
Implementation Guidance for the Federal Financial Management Improvement Act” (Washington,
D.C.: Jan. 4, 2001).

®According to federal financial systems requirements, integrated financial management systems
provide effective and efficient interrelationships between software, hardware, personnel, procedures,
controls, and data contained within the system. Integrated systems share common data elements,
transaction processing, and consistent internal control. Data needed to support financial functions
should be entered only once.

YGAO/AIMD-00-21.3.1.
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that provides reasonable assurance that the following objectives are being achieved:
(1) effectiveness and efficiency of operations, (2) reliability of financial reporting, and
(3) compliance with applicable laws and regulations. Internal control should be an
integral part of each system that management uses to regulate and guide operations,
including, but not limited to, financial management systems.

2. What additional reforms would be needed to ensure that agencies have
sufficient financial systems and adequate internal controls?

Over the past two plus decades, the Congress has enacted a series of management
reform laws to improve the accountability and effectiveness of government programs.
We believe that, in conjunction with the annual financial statement audits of the CFO
Act agencies and DHS, the next logical steps are (1) for these agencies to report
annually on management’s assessment of the effectiveness of agency internal control
over financial reporting (including safeguarding of assets) and compliance with
relevant lJaws and regulations and (2) to require auditor opinions on both
management’s assessment and on the effectiveness of agencies’ internal control over
financial reporting (including safeguarding of assets) and compliance with relevant
laws and regulations.

We believe that the legislative framework in place provides the foundation for moving
to this next step. The Congress passed the Federal Managers' Financial Integrity Act
of 1982 (F1A) (now codified at 31 U.S.C. 3512(c), (d)) to strengthen internal control
and accounting systems throughout the federal government. In the 1980s and 1990s,
the Congress passed additional management reform legislation to improve the
general and financial management of the federal government. The combination of
reforms ushered in by (1) the Single Audit Act of 1984 and the Single Audit Act
Amendments of 1996, (2) the Prompt Payment Act,” (3) the CFO Act, (4) the
Government Performance and Results Act of 1993, (5) the Government Management
Reform Act of 1994, (6) FFMIA, (7) the Clinger-Cohen Act of 1996, (8) the Debt
Collection Act of 1982"” and the Debt Collection Improvement Act of 1996, and (9)
the Accountability of Tax Dollars Act of 2002,” if successfully implemented, provides
a basis for improving accountability and effectiveness of government programs and
operations and routinely producing valuable cost and operating performance
information, thereby making it possible to better assess and improve the
government’s effectiveness, financial condition, and operating performance.

In the private sector, the Sarbanes-Oxley Act of 2002 requires principal executive
officers and financial officers of public companies to certify their conclusions about

231 U.8.C. § 7501 et seq.

“31 U.S.C. § 3901 et seq. (2000).

“Pub. L. No. 103-62, 107 Stat. 285.

®Pub. L. No. 103-356, 108 Stat. 3410.

"*Pub. L. No. 104-106, divs. D, E, 110 Stat. 679.

"Pyb. L. No. 97-365, 96 Stat. 1749.

"“Pub. L. No. 104-134, § 31001, 110 Stat. 1321, 1321-358.
"Pub. L. No. 107-289, 116 Stat. 2049,
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internal control effectiveness.” Auditing Standard No. 2, issued by the Public )
Company Accounting Oversight Board (PCAOB)* in response to the requirements of
the Sarbanes-Oxley Act of 2002, requires auditors of U.S. publicly traded companies
to (1) report on the scope of internal control testing that was performed as part of the
audit, (2) issue an opinion on whether management’s assessment of the effectiveness
of the company's internal control is fairly stated, and (3) issue an opinion on the
effectiveness of the company’s internal control.”

We believe that requiring auditor opinions on both the effectiveness of CFO Act
agencies’ and DHS's internal control and management’s assessment of the
effectiveness of those controls in appropriate circumstances would help the Congress
assess the impact and the effectiveness of existing reform legislation and help target
agencies’ efforts in improving financial reporting systems and controls. .

Requiring officials of CFO Act agencies and DHS to certify their assessment of the
effectiveness of agency internal control and requiring auditor opinions on both
management’s assessment and on the effectiveness of internal control are reasonable
and necessary steps to evaluate whether agencies have sufficient financial reporting
systems and internal controls in place. With these requirements, CFO Act agencies
and DHS would operate with the same accountability and transparency related to
internal control that the Congress requires for publicly traded companies. As
discussed earlier in this letter, 3 of the 23 CFO Act agencies already receive auditor
opinions on their internal control. In GAO’s efforts to lead by example, as the
Comptroller General of the United States, I annually report my assessment of the
effectiveness of GAO’s internal control over financial reporting (including
safeguarding of assets) and compliance with relevant laws in our Performance and
Accountability Report, and our independent auditors opine on the adequacy of
internal control in conjunction with their audit of GAO's financial statements.

As previously discussed, there are already statutory requirements for agencies to
evaluate the effectiveness and report annually to the President on their assessment of
the effectiveness of internal control. If agency management has done a proper
assessment, we believe that the additional work needed to issue an opinion on
management’s assessment and the effectiveness of internal control as part of the
financial statement audits should not be significant. We believe that a requirement for
auditor opinions on management’s assessment and the effectiveness of internal
control as part of the financial statement audit is necessary and appropriate for CFO
Act agencies and DHS. These measures should move the departments and agencies
closer to the objectives of adequate financial systems and internal control to
safeguard and manage the resources entrusted to them by the American people.

“Pub. L. No. 107-204, § 302,116 Stat. 745, 777.

“PCAOB is a private, nonprofit corporation created by the Sarbanes-Oxley Act of 2002 to oversee the
auditors of public companies to protect the interests of investors and further public interest in the
preparation of informative, fair, and independent audit reports.

“Public Company Accounting Oversight Board, Release 2004-001, Auditing Standard No. 2, An Audit of
Internal Control over Financial Reporting Performed in Conjunction with an Audit of Financial
Statements (Mar. 9, 2003).
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3. In your opinion, does FFMIA need improvements? In what areas and how
should they be done?

Our reports on FFMIA assessments since fiscal year 2000 have highlighted that
auditors are providing negative assurance on agencies’ compliance with FFMIA as
called for in OMB Bulletin No. 01-02, Audjit Requirements for Federal Financial
Statements.” As 1 testified before this subcommittee on March 3, 2004, for fiscal year
2003, 6 of the 23 CFO Act agency auditors reported that the results of tests disclosed
no instances in which the agencies’ systems did not substantially comply with FFMIA.
These auditors did not definitively state whether the agencies’ financial management
systems substantially complied with FFMIA, as required by the law. This distinction
is important. The auditors for these agencies reported in accordance with OMB
Bulletin No. 01-02, which does not require the auditors to make a definitive statement
as to an agency’s financial management systems’ substantial compliance with FFMIA.
Rather than requiring such a definitive statement, the OMB bulletin permits auditors
to report negative assurance. With negative assurance, auditors are not saying that
they determined the systems to be substantially compliant. If readers of the audit
report do not understand the distinction between negative and positive assurance,
they may have a false impression that the agency’s financial management systems
have been fully tested and found to be substantially compliant with FFMIA.

To provide positive assurance, or an opinion on an agency’s financial management
systems’ substantial compliance with FFMIA, auditors will need to consider many
aspects of financial management systems beyond those applicable to rendering an
opinion on the financial statements. We believe that providing positive assurance and
performing the work required to support such a statement are consistent with the
language and intent of FFMIA.

OMB's revised FFMIA implementation guidance,” issued in January 2001, has also
raised concerns related to the meaning of substantial compliance. Auditors for many
of the CFO Act agencies are concerned about the ambiguity in this guidance,
particularly the lack of a clear definition of substantial compliance. Until this term is
clarified in OMB's guidance, the CFO and audit communities believe that the
interpretation and application of the guidance will remain inconsistent throughout
the federal government.

To compel agency auditors to report in accordance with the law and to address
issues concerning the definition of substantial compliance, we have recommended
that OMB enhance its audit guidance related to FFMIA assessments. Specifically, we
recommended that OMB (1) require agency auditors to provide a statement of
positive assurance as to an agency's financial management systems’ substantial

#Office of Management and Budget, Bulletin No. 01-02, Audit Requirements for Federal Financial
Statements (Washington, D.C.: Oct. 16, 2000).

*U1.S. General Accounting Office, Fiscal Year 2003 U.S. Government Financial Statements: Sustained
Improvement in Federal Financial Management Is Crucial to Addressing Our Nation's Future Fiscal
Challenges, GAO-04-477T (Washington, D.C.: Mar. 3, 2004).

®OMB, “Revised Implementation Guidance for the Federal Financial Management Improvement Act.”
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compliance with FFMIA and (2) clarify the definition of substantial compliance. In its
comments on our most recent FFMIA report,” OMB disagreed with our
recommendation that it require agency auditors to provide such a statement of
positive assurance and stated that it would consider our recommendation conceming
clarification of the definition of substantial compliance in the context of any future
policy and guidance updates. OMB stated that, in its view, positive assurance does
not measure the quality or usefulness of the financial information.

We agree with OMB that the ultimate measure of whether an agency has good
financial management systems is its ability to routinely provide reliable, useful, and
timely financial information, not just at year-end or for financial statements, so that
federal leaders will be better positioned to invest resources, reduce costs, and
oversee programs. Agency systems’ compliance with federal financial managementi
systems requirements, applicable accounting standards, and the U.S. government
Standard General Ledger are building blocks to help achieve this goal. At the same
time, providing positive assurance, as the law requires, means that auditors must
independently validate and report unequivocally whether financial management
systems substantially comply with FFMIA requirements and provide a basis for
achieving the end goal of routinely providing reliable, useful, and timely financial
information.

The Accountability of Tax Dollars Act of 2002 extended the requirement to prepare
and submit audited financial statements to most executive agencies not subject to the
CFO Act, including the Department of Homeland Security, unless exempted by OMB.
However, the act does not require that these agencies have systems that are
compliant with FFMIA. Extending the coverage of FFMIA to these agencies’ financial
management systems could help ensure that these systems achieve the objective of
routinely providing reliable, useful, and timely financial information.

4. What actions do you recommend that would produce financial statements
that accurately reflect the federal government’s assets and liabilities?

Presently, there are three major impediments to producing financial statements that
accurately reflect the federal government's assets and liabilities that should be
addressed. These major impediments are (1) serious financial management problems
at the Department of Defense (DOD), (2) the federal government’s inability to fully
account for and reconcile transactions between federal government entities, and (3)
the federal government’s ineffective process for preparing the consolidated financial
statements. In addition, improved clarity and transparency are needed in federal
financial reporting. In the past, we have made hundreds of recommendations related
to financial management and financial systems issues across government.

Given the significance of DOD’s activities and balances to the consolidated financial
statements, until DOD improves its financial and business management systems,

*11.8. General Accounting Office, Financial Management: Sustained Efforts Needed to Achieve FFMIA
Accountability, GAO-03-1062 (Washington, D.C.: Sept. 30, 2003).
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processes, and controls, the consolidated financial statements will not accurately
reflect the federal government’s assets, liabilities, and costs. The Secretary of Defense
has included improving DOD’s financial management as one of his top 10 priorities,
and the department has taken a number of actions under its Business Management
Modernization Program, including development in April 2003 of an initial business
enterprise architecture to guide operational and technological changes.” DOD is
currently working to refine and implement that architecture and expects to issue new
versions of it during 2004 and 2005. Only through major transformation, which will
take time and sustained leadership and persistent attention from top management,
will DOD be able to meet the mandate of the CFO Act and achieve the President’s
Management Agenda goal of improved financial performance.

In my recent testimony on further actions needed by DOD to achieve successful
financial management and business transformation, I reiterated the keys to
successful business transformation and made two suggestions for legislative action:
(1) that a senior management position be established to spearhead and integrate
DOD-wide business transformation efforts and (2) that the leaders of DOD’s
functional areas, as opposed to the military services, receive and control system
investment resources.” I offered these suggestions for legislative consideration to
improve the likelihood of meaningful, broad-based reform in financial management
and related business at DOD.

To address its long-standing problems with intragovernmental exchange transactions
between federal agencies, OMB issued business rules in 2002 to transform and
standardize intragovernmental ordering and billing, and Treasury provided federal
agencies with quarterly detailed trading partner information during fiscal year 2003 to
help them better perform their trading partner reconciliations. In addition, the federal
government began a three-phase Intragovernmental Transactions e-gov project to
define a governmentwide data architecture and provide a single source of detailed
trading partner data. We have recommended that OMB (1) develop policies and
procedures that document how it will enforce business rules provided in OMB
Memorandum M-03-01, Business Rules for Intragovernmental Transactions,” and (2)
require that significant differences noted between business partners be resolved and
the resolution documented.” Resolving the intragovernmental transactions problem
remains a difficult challenge and will require a commitment by the CFO Act agencies
and continued strong leadership by OMB.

To ensure that the consolidated financial statements are consistent with the
underlying audited agency financial statements, balanced, and in conformity with

“See U.S. General Accounting Office, Business Systems Modernization: Summary of GAOs
Assessment of the Department of Defense’s Initial Business Enterprise Architecture, GAO-03-87TR
(Washington, D.C.: July 7, 2003).

*11.S. General Accounting Office, Department of Defense: Further Actions Needed to Establish and
Implement a Framework for Successful Financial and Business Management Transformation, GAO-04-
551T (Washington, D.C.: Mar. 23, 2004).

*Office of Management and Budget, Business Rules for Intragovernmental Transactions (Washington,
D.C.: Oct. 4, 2002).

*(1,S. General Accounting Office, Process for Preparing the Consolidated Financial Statements Needs
Improvement, GAO-04-45 (Washington, D.C.: Oct. 30, 2003).
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U.S. generally accepted accounting principles, Treasury is developing a new system:
and procedures to prepare the consolidated financial statements for fiscal year 2004.
According to Treasury officials, these actions are intended to, among other things,
directly link information from federal agencies’ audited financial statements to
amounts reported in the consolidated financial statements. Without this direct link,
the information in the consolidated financial statements may not be reliable. In
October 2003, we provided many recommendations to Treasury to improve its
process and correct the internal control weaknesses related to preparing the
consolidated financial statements.” Resolving issues surrounding preparing the
consolidated financial statements will require continued strong leadership by
Treasury management.

Proper accounting and reporting practices are essential in the public sector. Services
provided by the federal government—homeland security, national defense, Social
Security, mail delivery, and food inspection, to name a few—directly affect the well-
being of almost every American. Sound decisions about the future direction of vital
federal programs and policies are made more difficult, however, without timely,
accurate, and useful financial and performance information.

Current financial reporting does not clearly and transparently show the wide range of
responsibilities, programs, and activities that may either obligate the federal
government to future spending or create an expectation for such spending and
provides an unrealistic and even misleading picture of the federal government’s
overall performance and financial condition. Few agencies adequately show the
results they are getting with the taxpayer dollars they spend. In addition, significant
federal government commitments and obligations, such as Social Security and
Medicare, are not fully and consistently disclosed in the federal government’s
financial statements and budget, and current federal financial reporting standards do
not require such disclosure. The Federal Accounting Standards Advisory Board has a
liabilities project under way to define liabilities and specify the definition’s
application to social insurance programs. Subsequently, the board will consider
recognition, measurement, and display of social insurance obligations.

I am providing copies of this letter to the Ranking Minority Member and Vice
Chairman of your subcommittee. This letter is also available on GAO’s Web site at
WWW.ga0.g0V.

“In October 2003, we issued a report based on prior consolidated financial statement audits that
discusses in greater detail weaknesses in financial reporting procedures and internal control over the
process for preparing the consolidated financial statements. We made 44 recommendations that
address weaknesses identified and 16 recommendations that address consolidated financial statement
disclosures required by U.S. generally accepted accounting principles. See GAQ-04-45.
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If you or your staff have questions about the responses to your questions, please
contact me at (202) 512-5500 or Gary T. Engel, Director, at (202) 512-3406 or
engelg@gao.gov.

Sincerely yours,

David M. Walker

Comptroller General
of the United States

(198253)
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